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ARTICLES 


45 | FINANCIAL REPORTING 
Changes in Accounting for Changes 
by Jack O. Hall and C. Richard Aldridge 

A recent FASB pronouncement provides 
companies with new rules for dealing 
with accounting changes and error 
corrections that arise in the financial 
reporting process. Statement no. 154, 
Accounting Changes and Error Corrections, 
should result in increased consistency 
and comparability in handling changes. 


- For CPAs who prepare or audit financial 
statements. 


55 | BUSINESS VALUATION 

Valuing Preferred Stock 

by Scott E. Miller 

Preferred stock, once the province of only 
large companies, is now a feature of small 
to midsize privately held companies. 
CPA/ABVs and other valuation analysts 
who encounter preferred stock less often 
than common stock will learn useful 
information about proper methods for 
valuing it in this article. 


- For CPAs consulting to or employed by small or 
midsize private companies. 


60 | TECHNOLOGY 
What's Hot, Cool and Very Useful 
by Stanley Zarowin 
This article presents a broad collection of 
the latest hardware and software—plus 
strategy tips to keep your computer safe, 
clean and effective. 

For all CPAs. 
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401(k) retirement saving plans as an 
alternative to traditional 401(k) plans, 
CPAs must help clients look ahead to 
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chart a path. 
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HIGHLIGHTS 


@ The PCAOB proposed a standard, An Audit of 
Internal Control Over Financial Reporting That Is 
Integrated With an Audit of Financial Statements, to 
replace PCAOB Audit Standard no. 2 (AS2). The propos- 
al is designed to focus audits on the matters most significant to 
internal control, eliminate unnecessary procedures, simplify the 
standard itself by reducing detail (the text is roughly one-third 
the length of AS2) and make audits more scalable for smaller 
companies. The proposed standard would 

m Direct the auditor to the most important controls and 
emphasize the importance of risk assessment. 

m Revise the definitions of significant deficiency and material 
weakness, as well as the “strong indicators” of a material weakness. 

mw Clarify the role of materiality, including interim materiality, 
in the audit. 

m Remove the requirement to evaluate management's process. 

m Permit consideration of knowledge obtained during previ- 
ous audits. 

m Direct the auditor to tailor the audit to reflect the attributes 
of smaller and less-complex companies. 

m Refocus the multilocation testing requirements on risk 
rather than coverage. 

Although the effective date is not yet determined, PCAOB 
Chair Mark Olson said, “We’re trying to have the whole thing 
done so that it can be fully absorbed for the 2007 audit.” 

The PCAOB also proposed to revise and redistribute certain 
topics covered in AS2 to other existing standards; these include 
easing restrictions on using the work of others and new guid- 
ance on audit committee preapproval of services related to inter- 
nal control. 

Comments are due by February 26. To view the EDs, visit 
www.pcaobus.org/Rules/Docket_021/index.aspx. 


@ The SEC proposed interpretive guidance for man- 
agement on its obligations under section 404 of the 
Sarbanes-Oxley Act of 2002. The guidance is organized 
around two principles: 

m Management should evaluate the design of the controls it 
has implemented to determine whether there is a reasonable 
possibility that a material misstatement in the financial state- 
ments would not be prevented or detected in a timely manner. 

m Management should gather and analyze evidence about the 
operation of the controls being evaluated based on its assess- 
ment of the risk associated with those controls. 

The SEC also proposed changes to SEC rules 13a-15 and 
15d-15 to clarify that a company choosing to evaluate internal 


control in accordance with the new guidance would satisfy the 
annual evaluation requirement. However, the commission says 
it would allow management to use methods other than those in 
the proposed guidance to achieve the same objectives. This 
would give larger companies that have already complied with 
section 404 the option to continue to use their current processes 
rather than starting over under the new guidance. 

The SEC also plans to amend Regulation S-X to clarify the 
auditor’s reporting requirement under section 404. To view the 
new guidance, visit www.sec.gov/rules/proposed.shtml. 

The effective date has not been determined. In an interview with 
the JofA, SEC Chairman Christopher Cox said, “I expect that 
404 relief will be in effect for U.S. companies—or for companies 
both in the United States and abroad—no later than the second 
quarter of 2007.” Comments are due by February 26. 

The commission also adopted revised compliance deadlines 
for smaller companies. Previously, nonaccelerated filers were to 
begin including both management's assessment of internal con- 
trol and an auditor's attestation to management’s assessment for 
fiscal years ending on or after July 15, 2007. The new deadline 
gives nonaccelerated filers until fiscal years ending on or after 
December 15, 2007, to provide management’s assessment of 
internal control over financial reporting. But nonaccelerated 
filers now will have another year to meet the auditor’s attestation 
requirement. 


i FASB issued an exposure draft to address concerns 
that existing disclosure requirements do not provide 
adequate information to investors and others about the effects 

of derivative and hedging activities on a company’s financial state- 
ments. The ED, Disclosures About Derivative Instruments and Hedg- 
ing Activities, would, among other things, require entities 

to discuss their objectives and strategies for using derivative instru- 
ments in terms of the underlying risk and accounting 

designation. 

The ED would amend and expand the disclosure requirements 
of the similarly titled FASB Statement no. 133. 

“The proposed disclosure requirements are intended to 
enhance understanding of how and why entities use derivatives, 
how they are accounted for in an entity’s financial statements, and 
how they affect an entity’s financial position, results of operations 
and cash flows,” FASB Project Manager Kevin Stoklosa said in a 
news release. 

The requirements would take effect for periods ending after 
December 15, 2007. Comments are due by March 2. The draft is 
available at www.fasb.org/draft/ed_derivatives_ disclosure.pdf. 
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JEN Student Threepeat 


jae Maier-Lytle and her team of talented 
young CPAs-to-be from the University of Southern 
Indiana set a new record in achievement by winning 
the state CPA society's Case Study Competition for 
the third year in a row. The threepeat performance— 
by this year’s team of seniors May Flores, John Hayden, 
Adam Knepp and junior Amy Oglesby—offered up a 
63-page report on peer review put together in just 
10 days. It suggested using a peer review certifica- 
tion process similar to the ISO 9000 quality standard 
of manufacturing companies. Firms certified in this 
way could go through peer review every five years 
instead of every three. 

Maier-Lytle says practicing the presentation in 
front of her fellow professors and the local Kemper 
CPA Group helped sharpen and prepare the team. 
Flores, a second-year team member who's already 
been hired by KPMG, says her membership in Toast- 
masters also gave her an edge. The students told the 
JofA the experience taught them to work as a team 
under strict time pressures—a lesson that no doubt 
will come in handy around tax time next year. 


—Cheryl Rosen 


Front row: Amy Oglesby (left) and faculty adviser 
Jeanette Maier-Lytle. Back row (from left): John 
Hayden, May Flores and Adam Knepp. 
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Beware the Blog 






logging can be a risky business. Unmanaged blogs dwarf e-mail and instant mes- 

saging (IM) in terms of risk to companies, according to the American Manage- 
ment Association (AMA). Hazards include legal claims such as copyright infringe- 
ment, invasion of privacy, defamation and sexual harassment, security breaches such 
as trade-secret theft and financial disclosures, public relations disasters, productivity 
drains and records mismanagement. 

However, while 76% of companies have adopted policies for e-mail usage and con- 
tent and 31% have IM policies in place, only 9% control workers’ use of business blogs 
and just 7% govern the content employees may post on their personal blogs, according to a 
2006 survey by the AMA and the ePolicy Institute. 











12 Journal of Accountancy February 2007 


TOP 10 


Countries for Easy Tax Filing’ 


1 Maldives 6 Saudi Arabia 


2 Ireland 7 Switzerland 


3 Oman 8 Singapore 
4 United Arab Emirates 9: St.Lucia 
3 Hong Kong 10 New Zealand 


“Based on number of payments and time required to file taxes and total tax rate. 


Source: Paying Taxes—The Global Picture, World Bank and PricewaterhouseCoopers. 
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Contemporary Issues in Financial 
Reporting: A User-Oriented 
Approach 

By Paul Rosenfield, CPA 

562 pages; hardcover 
Routledge; New York, N.Y.; 2006 


Business Fairy Tales: Grim 
Realities of Fictitious 
Financial Reporting 
By Cecil W. Jackson, CPA 
282 pages; hardcover 
-Thomson; Mason, Ohio; 2006 


Contemporary Issues in Financial 
Reporting: A User-Oriented 
Approach by Paul Rosenfield, for- 
mer director of the AICPA 

accounting standards division, 


=~ and Business Fairy Tales: Grim 
He Pi eck of J alapefios Realities of Fictitious Financial 
Reporting by Cecil W. Jackson, 


e’s not quite Peter Piper, but retired CPA a University of Southern Cali- 
Richard LeFevre picked up a $2,000 prize fornia accounting professor, 


Duy poppe 277 pickled jalapeno pep- examine ethics and accountability in con- 


rtp Se sine oe oe temporary business reporting. Using very different _ 

LeFevre, who hails from Henderson, Nev., approaches—the first is an accounting history textbook, the sec- 
has been competing in contests sponsored by | ond a mass-market history of recent events—both CPA authors 
the National Federation of Competitive Eating look at issues underlying a parade of financial reporting scan- 
since 2002. This latest event—which he com- dals and offer tools for refining critical thinking. They are voices 
pleted in eight minutes—set a new record. in the dialogue of setting things right, and their concern is a 


i ee . a peacock, though still measure of how deeply the financial world has been wrenched 
plainly p ; in recent years. 


—Cheryl Rosen —Michael Hayes 





February 2007 Journal of Accountancy 13 


Staying Power 


oday’s workers may change companies—or 
| even careers—many times, but too much job 
hopping still looks bad on a resume, according 
to a survey of 1,400 CFOs. Most said they took into 
account how long a job candidate had spent with pre- 
vious employers, and an overwhelming majority 
(87%) rated loyalty as a very or somewhat important 
factor in the hiring process. 


Source: Robert Half Finance & Accounting, www.roberthalffinance.com. 


SURVEY SAVVY 


The Paycheck Doesn’t Lie 


merican workers are pretty confident in their 

organizations’ payroll and accounting depart- 
ments. According to the American Payroll Associ- 
ation’s Getting Paid in America survey, 90.6% of 
employees were certain their withholding and net 
amounts were correct each payday. Plus, 85% 
said they trusted that their employer adequately 
protected their personal information—salary or 
wages, Social Security number and bank account 
numbers-—from identity theft. 
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NUMEROLOGY 
Five Financial Concerns of Your 
Affluent Clients 


Members of U.S. households with more than 
$250,000 in investable assets ranked the 
following as the issues most likely to affect their 
savings and investments: 


Health care costs. 

Increases in energy prices. 

Protecting current wealth. 
+. Minimizing taxes. 


). State of the U.S. economy. 


Source: Phoenix Marketing International, Affluent Marketing Service, www.phoenixmi.com. 


BUSINESS TRENDS 
Bringin’ Home the Bacon 


Vor in management, business and financial 
operations earned more than those in any other 
occupational category, with a weekly average pay of 
$847 in 2005, according to the U.S. Department of 
Labor and the Census Bureau. 





GOLDEN BUSINESS IDEA 


Stay on Track 


_ _ Managers spend an average of seven 
@& hours a week sorting out personality 
conflicts among staff members, said 
a survey of 150 senior executives in 
the human resources, finance and 
marketing departments of the 
_ nation’s 1,000 largest companies. 
Here are some common office trou- 
© blemakers and how to manage them: 
@ Blusterer. Finds everything amusing and 
is unaware that voices carry to other cubicles. Solution: 
Encourage workers to keep their voices down during conver- 
sations or to find an empty conference room for discussions. 





= Ghost. Performs a disappearing act. So/ution: Let everyone 
know how important it is to be accessible, whether out on offi- 
cial business or not. 

@ Foodie. Distracts others with microwave popcorn and 
reheated leftovers. Solution: Remind firm members that it is 
inconsiderate and distracting to eat pungent foods at their 
desks. 

m Pessimist. Delights in dishing about the hardships of the 
business or the foibles of top management, especially around 
new hires. So/ution: Talk to this person paul and try to 
stem the negativity. 


Source: Accountemps, www.accountemps.com. 


ALL IN A DAY’S WORK 


daughters in college, Jan 


Back to School 


ith the youngest of her two 


SURVEY SAVVY 
Partners Pose Info 
Security Risk 


Here's one to share with your business- 
owner clients: Nearly 75% of responding 
companies said their information security 
risk had increased because of their busi- 
ness partners, according to a survey of 
more than 200 businesses worldwide by 
security consulting company Cybertrust 
(www.cybertrust.com). While organizations 
overwhelmingly agreed with the need to 
monitor their partners’ 
security, fewer 
than half actu- 
ally did so. 

About a 
third of 
respon- 
dents 
report- 
ed at least 
one security inci- 
dent involving their 
business partners 
within the previ- 
ous year. Of those 
organizations 
reporting incidents, 
malicious code was 
the most prevalent, with 
43% of respondents reporting infections, 
followed by unauthorized network access 
(27%), denial of service (9%), system 
abuse or misuse (8%), data theft (7%) and 
fraud (6%). 


the byways on two wheels; an avid 
biker, “I can do 30 miles on a Satur- 
day,” she tells the JofA. 

Colbert's students, meanwhile, will 
benefit from her experience as chair of 
the audit committee of the CPA Exam, 
which reviews the questions they will 





Colbert, CPA, is on a new campus 
herself. She’s been recruited to East- 
ern Kentucky University by a former 
colleague who’s a dean. 

Colbert loves the technology at 
Eastern Kentucky—including com- 
puters and big screens in every class- 
room that allow her to quickly display 
the CPA exam or AICPA Web sites. In 
her spare time, she’s been exploring 


have to answer when the time comes 
to get their certification. But does she 
ever give them a little clue as to what 
a question will be? 

“Absolutely not—they can’t get 
anything out of me that’s not public 
information,” she says. “But, of 
course, they still try.” 


—Cheryl Rosen 
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WHAT PARTNERSHIP 
WITH NEP 
MEANS FOR CPAS. 





eee : 


When CPAs form Professional Partnerships with NFP advisors, they gain 
immediate access to the latest and most innovative wealth management strategies, 
estate and tax planning and corporate and executive benefits solutions. 

The NFP network includes some of the nation's leading planning experts 
for high net worth individuals and corporate clients. Through Professional 
Partnerships, you benefit from the network's collective expertise...and 
so do your clients. 

If you're a CPA interested in working with experienced professionals within 
the NFP network, you should talk to us. 

We could be one of the most valuable partners you've ever had. 

Call Peter Chung at 1 800 880 0080, extension 6332. Or e-mail 
Pchung@nfp.com. 


5 NFP 
NATIONAL FINANCIAL PARTNERS ee 


Securities offered through NFP Securities Inc. 
NASD/ SIPC/ Registered Investment Advisor. 
www.nfp.com 
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AUDITING 

@ The AICPA Auditing Standards Board 
(ASB) issued Statement on Auditing 
Standards (SAS) no. 114, The Auditor’ Com- 
munication With Those Charged With Gover- 
nance, which supersedes SAS no. 61, Com- 
munication With Audit Committees, as 
amended. The new SAS establishes standards 
and provides guidance to auditors of nonis- 
suer financial statements on matters to be 
communicated to those charged with gov- 
ernance. Among other things, SAS no. 114 
requires such communications to provide an 
overview-of the planned scope and timing 
of an audit and significant findings from it. 
The statement also encourages auditors to 
use professional judgment in deciding to 
whom, among those charged with gover- 
nance, they should communicate particular 
matters and requires them to evaluate the ad- 
equacy of that communication. 

SAS no. 114 is effective for periods 
beginning on or after December 15, 2006. 
It is summarized at http://tinyurl.com/ 
y+tpzvp and can be ordered (product no. 
060709) at www.cpa2biz.com. 

@ The AICPA staff has developed an audit 
risk alert to aid auditors in applying SAS no. 
112, Communicating Internal Control Related 


@ For single-click access to further cover- 
age of the news stories listed here, visit the 
Journal of Accountancy Web site at www. 
aicpa.org/pubs/jofa/joahome.htm. 

For news from the AICPA and state 
societies, visit www.cpa2biz.com, which 
also offers online CPE, AICPA profes- 
sional literature, practice management 
aids and links to state society Web sites. 








Matters Identified in an Audit. The alert, titled 
Understanding SAS no. 112 and Evaluating 
Control Deficiencies, clarifies that asking an au- 
ditor to draft financial statements does not 
cause a control deficiency, although it may 
be the result of one. It also explains differ- 
ences between SAS no. 112 and SAS no. 60 
and provides case studies of control defi- 
ciencies. The alert is available in printed 
and electronic form at www.cpa2biz.com/ 
stores/sas112. 

@ The AICPA Accounting and Review Ser- 


How Much Is Too Much? 


vices Committee (ARSC) issued an exposure 
draft of a Statement on Standards for Ac- 
counting and Review Services (SSARS), Elim- 
ination of Certain References to Statements on 
Auditing Standards and Incorporation of Ap- 
propriate Guidance Into Statements on Stan- 
dards for Accounting and Review Services. The 
ARSC determined it would be in the best in- 
terest of practitioners performing compila- 
tions and reviews to eliminate certain refer- 
ences to the auditing literature from the 
SSARSs and, instead, incorporate the con- 





The majority of managers and senior executives said their 


workloads were too heavy. 


ae 


Significantly 
too heavy 


45.3% 
Somewhat 
too heavy 


ort 


Somewhat 
too light 


Relies Suelo 
Reports Inc., Old Saybrook, Conn., 











Significantly 
too light 


irvey of 3, 000 U.S, companies, Business and Legal 
www.compensation.bir.com, 2005. 


KA 


ed 
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cepts into the SSARSs themselves. The pro- 
posed statement would be effective for 
compilations and reviews of financial state- 
ments for periods ending on or after De- 
cember 15, 2007. E-mail comments to 
Michael Glynn at mglynn@aicpa.org by 
May 18. To download the document, visit 
www.aicpa.org/download/members/div/ 
auditstd/ED_SSARS.pdf. 

@ The International Auditing and Assurance 
Standards Board issued three exposure drafts 
of proposed international standards on au- 
diting (ISAs) that follow new drafting con- 
ventions designed to enhance the clarity of 
its pronouncements. The key elements in- 
clude basing the standards on objectives, 
rather than procedural considerations; 
using the word shall to identify requirements 
accountants are expected to follow in most 
engagements; eliminating the present tense 
to describe accountants’ actions; and mak- 
ing structural improvements to enhance the 





NEWS 





standards’ readability and understandability. 

The proposed standards are as follows: 

e [SA 320 (Revised and Redrafted), Ma- 
teriality in Planning and Performing an Audit. 

¢ [SA 450 (Redrafted), Evaluation of Mis- 
statements Identified During the Audit. 

e ISA 260 (Revised and Redrafted), 
Communication With Those Charged With 
Governance. 

Comments are due by February 15 and 
should be limited to the application of the 
new drafting conventions. The EDs are avail- 
able at www.ifac.org/EDs. 


EDUCATION 
@ The International Accounting Education 
Standards Board of the International Feder- 
ation of Accountants (IFAC) is seeking com- 
ments onan ED of its three-year strategic and 
operational plan. 

Proposed high-priority activities begin- 
ning this year include 


* Conducting a fundamental review of 
the Framework for International Education 
Statements, considering developments in ac- 
counting education and the profession as a 
whole since this document was first written. 

¢ Developing a benchmarking method- 
ology to help IFAC members and others 
achieve the measurable implementation of 
IESs: 

¢ Reviewing existing IESs to determine 
areas where the clarity of standards could be 
improved or additional guidance most use- 
fully developed. 

Comments, which are due by Febru- 
ary 28, may be e-mailed to edcom- 
ments@ifac.org. The ED is available at 
www.ifac.org/EDs. 


ENFORCEMENT 

@ The Financial Crimes Enforcement Net- 
work (FinCEN) launched FinCEN Updates, 
a free e-mail subscription management 











ARGV 


MANAGEMENT 


Sage Software helps Bill Baldwin, Vice President of Administration at Hobie Cat, to see his operation from every possible 
angle. With a full complement of integrated modules, his Sage ERP solution manages everything from Hobie Cat’s financials to 
operations to boat manufacturing. And it’s just one of our many software and service solutions for small and medium-sized 








service that CPAs and others can use to stay 
informed of news, rulemaking, advisories, 
enforcement actions and other developments 
at FinCEN. The service allows users to cus- 
tomize their updates to particular topics and 
to password-protect their accounts. To sub- 
scribe, go to http://service.govdelivery.com/ 
service/multi_subscribe.html?code=USFI 
NCEN. 


FINANCIAL REPORTING 

@ The IASB issued International Financial 
Reporting Standard (IFRS) 8, Operating Seg- 
ments, which requires entities to adopt a 
“management approach” to reporting the fi- 
nancial performance of operating segments. 
This approach requires management to dis- 
close information used internally in evalu- 
ating segment performance and deciding 
how to allocate resources to operating seg- 
ments. Management would have to explain 
the basis on which segment information is 


prepared and reconcile differences with 
amounts recognized on the income state- 
ment and balance sheet. 

IFRS 8 replaces IAS 14, Segment Report- 
ing, and aligns segment reporting with FASB 
Statement no. 131, Disclosures About Seg- 
ments of an Enterprise and Related 
Information. 

The change is part of a joint short-term 
convergence project the IASB and FASB have 
under way to reduce the differences between 
international financial reporting standards 
and U.S. GAAP IFRS 8 applies to periods be- 
ginning on or after January 1, 2009, but ear- 
lier application is permitted. 


GOVERNMENT ACCOUNTING 

@ GASB issued Statement no. 49, Pollution 
Remediation Obligations, to provide more con- 
sistency in how governments report the im- 
pact of current and prospective environ- 
mental cleanup costs. The statement (see 


Official Releases, page 81) identifies events 
that trigger recognition of expenses and lia- 
bilities, which would be estimated by ex- 
pected cash flows, the first time the meas- 
urement technique will be employed by 
governments, GASB said. The statement will 
be effective for financial reporting periods be- 
ginning after June 15, 2007. 

@ The Financial Systems Integration Office 
and the Office of Management and Budget 
(OMB) released an exposure draft of a Com- 
mon Government-wide Accounting Classifica- 
tion Structure (CGAC) for use by all federal 
agencies. Facilitated sessions to discuss com- 
ments are scheduled for February, before the 
final structure is adopted. 

The CGAC—part of the federal 
government's effort to standardize the 
development and implementation of its 
financial management systems—is designed 
to reduce the cost and improve the quality 
of agency financial systems by establishing 


businesses, from entry-level accounting and contact management software to end-to-end solutions 
encompassing accounting, CRM and HR. All of which come with expert advice, installation, training, 
plus ongoing service and support. For a fresh perspective on your business, 





What’d He Say? 


rdepartmental communication 
the past few years? 


espondents (58%) said yes. 


‘Ss and managers, NFI Research, Madbury, N.H., 
www.nfiresearch.com, 2006. 


a standard way to classify the financial effects of government busi- 
ness activities. Federal agencies are expected to adopt the finalized 
structure when they implement new financial management systems, 
make major upgrades to an existing system or switch to a shared 
vendor. Eventually, the CGAC structure will be mandatory for all 
federal agencies. The ED and the results of an information survey 
on the topic are available at www.fsio.gov/fsio/fsiodata. 


INTERNATIONAL 

@ The International Public Sector Accounting Standards Board of 
the International Federation of Accountants (IFAC) has issued an 
exposure draft, ED 32, Financial Reporting Under the Cash Basis of Ac- 
counting—Disclosure Requirements for Recipients of External Assistance 
(www.ifac.org/News/LastestReleases.tmpl?NID= 
11647268981485167). 

ED 32 strengthens disclosure of financial information by 
governments and government agencies in developing countries about 
external assistance, including emergency assistance and 
development aid, they receive. It is intended to increase the trans- 
parency of financial statements and heighten the accountability of 
aid recipients. The board will field-test ED 32 before it is approved. 
Comments are due March 31. 


PROFESSIONAL ISSUES 

@ The AICPA has published “Take Charge of Your Career,” a five- 
step guide to help current and aspiring CPAs with their career plan- 
ning. It is available free from the Financial Management Center at 
www.aicpa.org/CPACareerPath. 


RETIREMENT PLANS 

B® Sponsors of 401(k) plans typically don’t provide enough 
information about the fees charged by mutual funds and other 
investment products, and Congress should require them to dis- 
close investment and recordkeeping fees that participants bear, 














according to a GAO report. 

The study recommended that Congress amend the Employee Re- 
tirement Income Security Act (ERISA) to prohibit plan sponsors from 
providing the information “in a piecemeal fashion” that makes di- 
rect comparisons difficult. Congress also should amend ERISA to 
require 401(k) service providers to reveal any compensation they 
receive from other providers, the GAO proposed. In addition, the 
Department of Labor should require plan sponsors to report sum- 
maries of fees paid by participants out of plan assets, the GAO said. 
The full report is available at www.gao.gov/new.items/d0721.pdf. 


FYI 

@ Norwood J. Jackson Jr. was appointed to a five-year term on the 
Federal Accounting Standards Advisory Board effective January 1. 
Jackson, managing vice-president at consulting firm AOC Solutions 
Inc., has more than 35 years experience in public and government 
accounting, auditing and advisory services. He previously was deputy 
controller of the Office of Federal Financial Management at the OMB, 
deputy auditor of public accounts for the commonwealth of Virginia, 
and a partner at KPMG LLP Jackson also is a former member of the 
AICPA Auditing Standards Board. 


CORRECTION 
@ A January News Digest item on openings for professional ac- 
counting fellows in the SEC's Office of the Chief Accountant should 
have said that the positions are salaried. The JofA regrets the error. 
The fellowships are for two years beginning June 2007. For two 
positions, the SEC prefers candidates with experience applying U.S. 
GAAP or International Financial Reporting Standards; candidates for 
the third position should have experience in analyzing and imple- 
menting auditing and other standards. Applications are due as soon 
as possible. For information, call Mark Barrysmith at 202-551-5304 
or Josh Jones at 202-551-5334. ~~ 





Heart of the Matter? 


en asked the source ol their stress at work, 





Multiple responses permitted 
Source: Survey of 185 senior executives and managers, N 
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REPORT 


HOW WILL DEMOCRATIC 
CONTROL OF CONGRESS 
AFFECT YOU? 





by Mark Peterson 
AICPA Vice-President, Congressional & Political Affairs 


November's midterm elections swept the Democrats to power in 
both chambers of Congress, ending 12 years of Republican con- 
trol. The 110th Congress leaves Democrats with a larger margin 
in the House of Representatives than the Republicans had dur- 
ing the 109th Congress. In the Senate, the Democrats’ one-vote 
margin and the 60-vote filibuster rule (to proceed to a vote ona 
bill) means that compromise is necessary. 


CHANGES IN KEY COMMITTEE CHAIRS: 


m Rep. Barney Frank (D-Mass.), House 

Financial Services Committee 

As chair, Rep. Frank plans to focus on issues that have not 
received as much attention under GOP control, especially hous- 
ing. He also has called for hearings on hedge funds, stock 
options and the effect of the Sarbanes-Oxley Act on U.S. com- 
petitiveness. The committee may consider the recommendations 
of the Committee on Capital Markets Regulation (CCMR). The 
CCMR is an independent, bipartisan committee of financial 
leaders exploring issues related to improving the competitive- 
ness of the U.S. capital markets. 

A champion of executive compensation disclosure, Rep. 
Frank has sponsored the Protection Against Executive Compen- 
sation Abuse Act, which would require companies to better dis- 
close executive compensation and require shareholder votes on 
such plans and on overly generous CEO retirement packages. 

Rep. Frank is concerned about the burdens of Sarbanes- 
Oxley, especially with regard to smaller companies, but is not in 
favor of exempting them; rather, he has expressed confidence in 
the ability of the SEC and PCAOB to lighten the burden on 
small businesses through the regulatory process. He also favors 
reducing the amount of information corporate executives must 
certify. It is expected that he will hold oversight hearings on 
these issues. 


m Rep. Charlie Rangel (D-N.Y.), House Ways 
and Means Committee 
Social Security and Medicare will drive Rep. Rangel’s agenda as 





committee chair. In addition, he wants to deal permanently with 
the AMT problem. He says the AMT is to Democrats what the 
repeal of the estate tax was to Republicans. 

A big factor affecting tax bills, and all legislation for that mat- 
ter, is the return to “pay as you go” budget rules that generally 
require the adoption of revenue “raisers” to offset the cost of any 
revenue-losing tax provisions. Proposals are likely to include 
such potential corporate revenue-raisers as the codification of 
the economic substance doctrine (requiring that a transaction 
make economic sense in addition to the benefit of tax reduc- 
tion) and closing the tax gap (the difference between the taxes 
that are owed and the amount that is actually collected). 


@ Sen. Max Baucus (D-Mont.), Senate 

Finance Committee 

Sen. Baucus joins Rep. Rangel in his desire to rein in the AMT. 
Another major goal is permanency of the research and develop- 
ment tax credit—rather than the current practice of extending 
the credit on a year-by-year basis. Making the child tax credit 
more generous for lower-income families, increasing the tax 
deductibility of college tuition and reversing the benefits of the 
Bush tax cuts for the wealthiest taxpayers before those tax cuts 
expire in 2010 are other possible agenda items. 





OUTLOOK ON THE PROFESSION’S ISSUES: 


@ Sarbanes-Oxley Act 

As noted above, the 110th Congress will hold hearings on Sar- 
banes-Oxley, and several bills have been introduced to make 
section 404 of the act less costly, Representatives of community 
banks have argued they should be exempt from section 404 
requirements because they have been subject to internal control 
rules that have worked since the 1991 passage of FDICIA. How- 
ever, it is unlikely any legislative action will occur on these 
issues until Congress thoroughly analyzes and vets any regulato- 
ry changes the SEC and PCAOB adopt. 


& Small Business Health Plans 

In its last session the House passed a bill allowing small-busi- 
ness owners in bona fide trade or professional associations to 
join together across state lines to purchase health coverage for 
their families and employees to take advantage of the group’s 
greater volume, purchasing clout and administrative efficiencies. 
The AICPA supported this bill, which failed to pass the Senate. 
The AICPA is part of the SBHP Coalition, comprising more than 
100 associations and businesses. With Democratic control of the 
Senate, this issue will take a backseat to stem-cell research legis- 
lation and the Medicare prescription drug bill. One key factor 
will be how the new chairs of the committees with jurisdiction 
will approach the issue. Sen. Ted Kennedy (D-Mass.) has taken 
over the Senate Health, Education, Labor and Pensions Com- 
mittee from Sen. (and accountant) Mike Enzi (R-Wyo.). Rep. 
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George Miller (D-Calif.) took over from Rep. Buck McKeon 
(R-Calif.) on the House Committee on Education and the 
Workforce. 


m Tax Patents 

The Patent and Trademark Office has begun to issue patents 
for “business methods” in the last several years, including a 
number that were issued for tax reduction strategies, particu- 
larly in the area of estate and gift taxation. At a congressional 
hearing last year the AICPA Patent of Tax Planning Ideas Task 
Force expressed concerns about allowing one person to 
charge others for using relatively common transactions or 
structures rooted in the Internal Revenue Code. We expect 
Congress to continue to look at this issue. 


m Federal Housing Administration 

Last Congress, the House adopted a bill (HR 5121) to mod- 
ernize and update the National Housing Act and enable the 
FHA to use risk-based pricing to more effectively reach 
underserved borrowers. The bill would have replaced the 
requirement that FHA correspondent lenders and mortgage 
brokers have a financial statement audit with a surety bond. 
The AICPA opposed this provision, and the bill died in the 


Senate. We expect this legislation to be reintroduced in the 
new Congress. 


m Head Start 


Last Congress, the House passed a bill to reauthorize the federal 
Head Start program and require audit firm rotation for all audits 
under the program. The bill died in the Senate, but Rep. Miller, 
the incoming Education and the Workforce chair, has made 
Head Start a priority this year. 


m= Small Business Tax Flexibility Act 

Last Congress, bills were introduced in the House and Senate 

(S 2462 and HR 4006) that would allow start-up small partner- 
ships and S corporations (that is, those with gross receipts less 
than $5 million) to elect taxable years other than the calendar year 
(for example, a July 1 to June 30 taxable year). The bills—which 
would smooth the annual workload of CPA firms—did not pass, 
but will be reintroduced and advocated as part of any small-busi- 
ness relief package moving through the 110th Congress. 


For further information on these legislative issues and congressional- 
related inquiries, please contact Lisa Dinackus at 
Idinackus@aicpa.org or 202-434-9276. % 
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INTEGRATED GOVERNANCE, RISK & COMPLIANCE 


no software to install. 
no hassles with IT. 

no capital investment. 
no excuse. 


Paisley - GRConDemand™ 


GRC on Demand™ provides a complete governance, risk and compliance solution 
including functionality for audit management, financial controls management, 
enterprise risk management, operational risk management, IT governance, and 
general compliance delivered to your desktop through a standard web-browser. 
No software to install, no hassles with IT, no capital investment or hidden 

IT costs. For one low subscription price, each user of GRConDemand is 
empowered with the features of this purpose-built GRC solution. 


PAISLEY CONSULTING 
% 


Software for Governance, Risk & Compliance 


Software for integrated audit, financial controls management, enterprise risk management, 
operational risk management, IT governance, and general compliance. 


Call 888-288-0283 or visit paisleyconsulting.com 
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New Resources 


Publications... 


NEW! Optimizing Company Cash: A Guide for Financial Professionals 
In over 200 pages, the Guide explains how CPAs and financial managers 
can manage their company’s short-term resources to sustain ongoing 
activities, mobilize funds and optimize liquidity. It also provides diagrams of 
work flows, step-by-step checklists, templates, and treasury tips for CPAs 
and finance managers who are responsible for making the most of working 
capital and short-term resources. 


No. 029882 © $69.00 Member/$86.25 Nonmember 





CPE Self-Study... 

NEW! Employee Benefit Plans: 2006/2007 Audit and Accounting Risk 
Update and Alert 

This is the perfect course for both experienced auditors and others who 
need to stay on top of the latest developments impacting employee benefit 
plans. It provides information on current auditing, as well as accounting and 
regulatory developments, affecting employee benefit plans. It is intended to 
help you plan and perform your employee benefit plan audits. 


Prerequisite: Experience with audits of employee benefit plans 
Level: Update 

Recommended CPE Credit: 8 

Format and Price: Text, No. 733230 

$135.00 Member/$168.75 Nonmember 


Upcoming AICPA Conferences 
Please visit www.cpa2biz.com/conferences to plan your CPE for 2007! 


Balanced Scorecard Workshop II: Cascading Strategy with the 
Balanced Scorecard 


03/14/2007 — 03/15/2007 ¢ New York, NY 


AICPA 2007 Spring Controllers Workshop 
03/15/2007 — 03/16/2007 © San Antonio, TX 


AICPA Conference on Tax Strategies for the High Income Individual 
04/30/2007 — 05/01/2007 ¢ Las Vegas, NV 


For more information on conferences, visit www.cpa2biz.com/conferences 


Upcoming AICPA Webcasts 
Stay plugged in to what’s happening and earn CPE credit right from your 
desktop. Hear the latest topics from the profession’s leading experts. 


CFO Quarterly Roundtable Series 
4 Quarterly Webcasts ¢ Recommended CPE Credit: 8 


SEC Quarterly Update Webcast Series 
4 Quarterly Webcasts e Recommended CPE Credit: 8 


For more information on webcasts, visit www.cpa2biz.com/webcasts ° 


Get online updates every dai 


at WWW.cpa2biz.com 





What CPAs 
are Buying Now 


Accounting Trends & Techniques, 60th Edition 
No. 009898 
$119.00 member/$148.75 nonmember 


Applying COSO Guidance for Smaller Public 
Companies Reporting on Internal Control 
Over Financial Reporting 

Level: Intermediate 

Recommended CPE Credit: 12 

Format: 150 min. DVD/Manual 

No. 187210 

$185.00 member/$231.25 nonmember 


| Assessing and Responding to Audit Risk in a 
Financial Statement Audit—Audit Guide 

No. 012456 

$69.00 member/$86.25 nonmember 


The Accountant’s Business Manual 
No. 029418 
$170.00 member/$212.50 nonmember 


Accounting for Income Taxes—Applying SFAS 
No. 109/FIN48: A Whole New Ballgame! 

| Level: Intermediate 

Recommended CPE Credit: Text, 12; DVD, 14 
Format: Text No. 732792 

DVD/Manual No. 182791 

Text, $145.00 member/$181.25 nonmember 

DVD, $185.00 member/$231.25 nonmember 








| 

| 2006 Individual Tax Returns Videocourse 
Level: Update 

Recommended CPE Credit: DVD/Text/Manual and 
VHS/Text/Manual — 25 

Format: 200-min DVD/Manual No. 113610 
VHS/Manual No. 113611 

DVD, $239.00 Member/$336.25 Nonmember 
VHS, $269.00 Member/$298.75 Nonmember 





Order online at www.cpa2biz.com 
Or call toll-free (888) 777-7077 


| 
| 
| 
| 
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SPECIAL ADVERTISING SECTION from WWW.CPA2BIZ.COM 


AICPA 


AICPA} 


ELITE VALUES PARTNER 


The AICPA Elite Values Program 
enables you to get great savings 
every day on the things you buy 
every day. That’s why it’s one of 
the most invaluable benefits of 
your AICPA membership. Start 
taking advantage of these great 
offers today. 


Log onto www.cpa2biz.com/affinity 


Online Products 


AICPA RESOURCE: 
A&A Literature 


Get access _alcpr RESOURCE 


anytime, ACCOUNTING & AUDITING LITERATURE 
anywhere — to the AICPA’s, FASB’s 

and GASB’s latest accounting 

and auditing guidance at 
www.cpa2biz.com/AlCPAresource 


AICPA CPExpress 
(formerly AICPA InfoBytes) 


The newly-revamped [CPE 

online CPE learning CPExpress 
library gives you 

unlimited access to hundreds of 

1-2 credit CPE courses. Visit 
www.cpa2biz.com/cpexpress 


AICPA e-MAP 


A Collection of practice 
management guidance 
and tools, complete 
with customizable forms 
and spreadsheets. Visit 
Wwww.cpa2biz.com/emap 


Free Newsletters 


Register at www.cpa2biz.com 
to start receiving our weekly 
CPA Insider e-newsletter. 
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Accounting Practice Handbook 
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Get online updates every day at WWw.cpa2biz.com 


NEW & NOTEWORTHY 
Understanding SAS 112 


Correcting some common misperceptions 


by Charles E. Landes, CPA 
AICPA Vice President - Professional Standards and Services 


In an effort to help practitioners better understand and implement the requirements 
of Statement on Auditing Standards (SAS) No. 112, “Communicating Internal Control 
Related Matters Identified in an Audit,” the AICPA staff has developed an Audit Risk 
Alert entitled “Understanding SAS No. 112 and Evaluating Control Deficiencies: 

A Companion to SAS No. 112, Communicating Internal Control Related Matters 
Identified in an Audit.” 


This audit risk alert summarizes the important aspects of the new standard and 
presents a number of short case studies designed to guide the auditor though the 
process of evaluating identified control deficiencies. 


Some practitioners may be misunderstanding certain concepts that are important to 
SAS No. 112. 


The most common misunderstanding is the belief that the auditor’s drafting of the 
Client’s financial statements automatically results in a material weakness. 


Asking the auditor to draft the financial statements does not cause a control 
deficiency; however, it may be the result of a control deficiency. 


A control deficiency exists if the client does not have controls over the preparation of 
the financial statements, including the footnote disclosures, which would prevent or 
detect a misstatement in the financial statements. This misunderstanding and others 
are debunked in the Audit Risk Alert. 


The following are some key underlying concepts that will help in successfully 
implementing SAS No. 112: 


e The auditor cannot be part of a client’s internal control. Becoming part of a client’s 
internal control impairs the auditor’s independence. 


¢ What the auditor does is independent of the client’s internal control over financial 
reporting. Therefore, the auditor cannot be a compensating control for the client. 


e The client’s designation of an individual who possesses suitable skill, knowledge, 
and/or experience to oversee a service performed by the CPA (Ethics Interpretation 
101-3 Performance of Nonattest Services) is not a control. Therefore, having such a 
designated person does not mean that the client does not have a control deficiency. 


e SAS No. 112 does not require the auditor to search for control deficiencies, but 
rather to evaluate them if they have been identified. 


e A system of internal control over financial reporting does not stop at the general 
ledger; rather it includes controls over the preparation of the financial statements. 


¢ To properly apply SAS No. 112 the auditor has to have a working knowledge of the 
COSO framework. COSO’s “Internal Control-Integrated Framework” describes the 
elements of internal control over financial reporting. SAS No. 112 directs the auditor 
to evaluate control deficiencies when identified, and communicate certain deficiencies 
to management and those charged with governance. 


Keeping these simple but important underlying concepts in mind will help auditors 
successfully implement the new standard. 
“Understanding SAS No. 112 and Evaluating Control Deficiencies: A Companion to SAS No. 112, 


Communicating Internal Control Related Matters Identified in an Audit” is available at www.cpa2biz.com/ 
stores/sas112, or toll-free at 1-888-777-7077. 
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The advantages of improved tax compliance processes 
> don't just show up in your company’s bottom line. 


1a. Vertex’s tax software and consulting services aren't just designed to help you save time 
and money while limiting your company’s audit exposure 


1b. They're designed to help your tax department rise to meet new challenges and 
responsibilities. So you can become a more valuable member of the team 


[] Tax Software | [ ] Tax Services [ ] Tax Solutions 
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THE INTERNET 








Smart Stops on the Web 





BUSINESS & INDUSTRY SITES 


HOW-TOs FOR HIGHER-UPS 
www.executiveblueprints.com 

This Smart Stop offers coaching, consulting 
and training resources for executives looking 
to motivate staff, including case studies on 
leadership skills, promoting your services and 
keeping a strategic focus. Read how to build 
customer loyalty, grow your business and find 
words of wisdom from other execs, such as 
the anonymous: “The beatings will continue 
until the morale improves.” Get travel tips on 
airport restrictions and on what are consid- 
ered acceptable carry-ons, too. 


EXECUTIVE HELP WANTED 
www.6figurejobs.com 

Directors, managers and other $100K-plus ex- 
ecutives can join this Web site for free and 
search for employment by industry, keyword 
and location. Read breaking news and articles 
on commuting distances, salaries and travel 
trends. Executive Resources includes links to 
online programs for continuing education and 
interviewing tips. Career Advice has guidance 
on cover letters and customized resumes, as 
well as facts on background investigations. 


ON THE HUNT 
www.careerjournal.com 

More $100K-plus positions await job seekers 
at this e-stop from The Wall Street Journal. Find 
out who’s hiring and let employers know 
youre looking by posting your resume here. 
Read online job-search secrets and get tips on 
how to talk pay with executive recruiters. 
Browse discussion threads on the over-50 job 
hunt and the state of the market. Use the com- 
pensation calculator and read the site’s best 
careers report. 





SOX SITES 


ALL ABOUT SOX 
http://en.wikipedia.org/wiki/ 
Sarbanes-Oxley_Act 

Newly appointed compliance officers can find 
background information on the Sarbanes- 





Oxley Act here. In addition to the full text of 
the act, visitors can read its history, get a syn- 
opsis of the major provisions and research case 
studies of companies affected by the regula- 
tions. Read SOX-related articles, get five steps 
to successful spreadsheet compliance and find 
survey data and SOX trivia. 


DO THE RIGHT THING 
WWW.S-Ox.cOm 

If you're looking for current compliance guid- 
ance, the Sarbanes-Oxley Compliance Journal's 
home on the Web offers topical news and fea- 
ture articles. Read how to use Sarbanes-Oxley 
to streamline business processes in the re- 
sources section, five questions to uncover 
project fraud and the top 10 financial report- 
ing challenges. Visitors can subscribe to the 
free Everything Sarbanes-Oxley newsletter and 
get case studies of SOX success stories. 


DEVIL'S IN THE DETAILS 
www.soxtoolkit.com 

Internal auditors can preview sample pages of 
each section of this Web site’s compliance tool 
kit. Selections include the Sarbanes-Oxley 
Guide, with a detailed explanation of the act, 
a management presentation with explanations 
of sections 302, 404 and 906(a), and audit 
and corporate governance compliance check- 


lists. Other features include a working paper 
on Sarbanes-Oxley internal controls and a 
management compliance guide. 





GENERAL INTEREST SITES 


TAKE A TIP FROM A PRO 
http://accounting.pro2net.com 

CPAs looking for resources on accounting, 
corporate finance, ethics and compliance 
and tax can find news, insights and links on 
this Web site. Research new IRS rulings, get 
corporate governance tips and learn why 
college costs and Chapter 7 filings are on 
the rise. Find a survey of young CPAs in the 
Human Resources section on why firms fail 
to deliver key attributes. Read tutorials, 
white papers and newsletters in the Re- 
source Library. 


SCHOOL DAZE 
www.collegeanswer.com 

Do you have clients with education expense 
questions? This Smart Stop has an affordabil- 
ity analyzer, loan repayment and monthly 
budget calculators, and school and scholar- 
ship search engines. Register for free and gain 
access to the Download Library for eight steps 
to financial aid, a comparison of federal loan 
programs and a checklist on choosing a 
lender. Students can get SAT, GMAT and GED 
exam dates and registration deadlines, in ad- 
dition to a general year-by-year college plan- 
ning calendar. 


A STUDENT SITE 
http://web.utk.edu/~jwachowi/ 
wacho_world.html 
Fundamentals of Financial Management coau- 
thor John Wachowicz’s Web stop has re- 
sources for finance students including links to 
finance and accounting blogs, business ethics 
Web sites and the Encyclopedia of Corporate 
Governance at www.encycogov.com. Take 
quizzes from Wachowicz’s text on financial 
analysis and planning, valuation and working 
capital management. Read presentations on 
growing annuities and the time value of 
money. 

—Vince Nolan 
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CHECKLIST 


Automate 
Your Internal 
‘ Controls 


Overwhelmed by the documentation and testing 
requirements of the Sarbanes-Oxley Act? Consider these 


tips to automate your efforts, 


L] Use a database. Many companies document internal 
controls with spreadsheets. This process isn’t very secure and 
can quickly become cumbersome. Put the information under- 
lying the documentation into a database instead to enhance 
consistency, security and search efficiency. 


_] Make sure you can get the data out. Institute internal 
reporting requirements early to ensure the database is config- 
ured properly. It’s pointless to keep risk and control data in a 
central repository if you can’t report on them effectively. 


L] Think workflow, Before you begin to automate control 
documentation and testing, you'll need to carefully define the 
process. Then the digitized workflows can help uncover 
problems, such as control gaps, that require corrective action. 


] Hit a softball first. Don’t try to automate the entire control 
process in one pass. Instead, find a small project that will 
produce immediate cash savings, such as testing controls over 
duplicate payments. 


} Select a vendor with a chance of surviving. Roughly half 
the software products available in the key-control market have 
been launched since the Sarbanes-Oxley Act passed in 2002. 
In the next few years, expect to see a shakeout among vendors 
as mergers, acquisitions and business failures continue to con- 
solidate the market. To protect yourself, ask vendors for their 
list of paying customers, excluding free charter clients. 


_] Get a champion and a backup. Find and support at least 


two employees in the organization who will act as champions 
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for the automation project by implementing, maintaining 
and—most cps promot it. 


_] Learn to 9 analyze data. Develop seca ce such as 
regression analysis to analyze financial transactions. Regression 


analysis can be used in a wide range of tests, such as estimating 


account balances for reasonableness. As a starting point, 
improve your understanding of Microsoft Excel’s analysis 
features. You might need to install Excel’s data analysis add-in 


if it doesn’t appear under the Tools menu (see Technology 
Q&A, JofA, July05, page 75). Also, with Excel's Pivot Table — 


feature, you can quickly categorize data by department or 
product code. (For more on pivot tables, see “Make Excel an 
Instant Know-It- a JofA, Mar.04, page 40.) - 


L Identify the top manual control tests to be automated. 
Look at previous years’ efforts or estimate the most time-con- 
suming tests for the current year and automate those first. 
Often, the best candidates are tests that ensure a control is 
active. For example, rather than manually reviewing credit 
limit forms for a sample of customers, generate a computer _ 


report that lists customers whose sales exceed their credit limit. 


LJ) Make it routine. Successful companies continuously 





automate testing, analyze data and manage control information _ 


in a database. Establish budgets, project plans, training and— 
most important—staff time throughout the year to ensure 
success. 


Source: Richard B. Lanza, CPA/CITP., is president of Audit Software Professionals 
and coauthor of The Buyer’s Guide to Audit Software. He can be reached at 
www.auditsoftware.net. 
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Stay competitive in hiring 
9007 = | é id and retention with the 

fe Clay) UIQ 2007 Salary Guide. 
Accounting & Finance Salaries 


This essential and unbiased booklet features 
the latest salary ranges for accounting and 
finance positions, in-depth regional salary 
analysis and more. 


Call today to order your free 
2007 Salary Guide. 


1.800.474.4253 
roberthalf.com 
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ELITE VALUES PARTNER 





rine a ‘ Internation 4 Robert Half Finance & Accounting is the 
ce a = leader in specialized financial and accounting 


staffing for full-time placement. 





© Robert Half Finance & Accounting. An Equal Opportunity Employer. 0806-1010.a 
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This year’s conference is all 


__ about new beginnings. It's — 


about preparing to enter the 

new era of accounting and 
. auditing of employee 
a benefit plans, where new 

_ and changing legislation 

transforms the way you 
perform your job. And it’s 
being held in New Orleans 


—a city that’s celebrating — 


as it rebuilds with spirit 


and resolve. 


AICPA} 


Nee Conference nh 
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May 21-23, 2007 


New Orleans Marriott, New Orleans, LA 
Pre-Conference Optional Workshops: Sunday, May 20° 
NEW Post-Conference Optional Workshop: 

Employee Stock Ownership Plan, Wednesday, May 23 


DON’T MISS: 


e Discussions by the DOL and IRS on changes impacting 
Employee Benefit Plans 


e The new Pension Protection Act: The latest updates on 
its impact 


e New SAS 103-112: Implementation and procedures 


e Executive Compensation: New advanced sessions 
provide in-depth coverage 


Register today! 


For conference agenda and hotel/travel information, please visit: 


www.cpa2biz.com/confempben 
888.777.7077 








A United 
Profession, 


Takin’ Care of 
Business 


Editor's note: The following is a 


condensed version of AICPA Chair 


Jimmy Williamson's acceptance speech 


at the October 2.006 fall 


council meeting. 


WORTH REPEATING 


’m from a midsize firm in Alabama. There are fewer than 100 of 
us in our firm, spread across five offices. But long ago when I joined 
the AICPA—and before that the Alabama Society of CPAs—I came 
to realize that we CPAs are a vast family of strong, skilled and very 


able professionals. 


Being a member of this team of 330,000 pro- 
fessionals has benefited me in countless 
ways. In fact, I belong to our great profession 
largely because of the help I received from 
others. Neither of my parents finished high 
school, and yet I’ve had the incredible op- 
portunity to be part of the Governing Coun- 
cil of one of the greatest professions. And 
now, I’m deeply honored to assume the role 
of chairman of this 100-year-old institution. 


Following my high school graduation 
back in the ’60s, I floundered around until 
two major events centered me. First, I met 
the wonderful woman I would later marry. 
Second, I got drafted—which turned out to 
be a blessing because once the military dis- 
covered I was blind in my left eye, they of- 
fered me financial assistance to return to 
college. One of my friends, who majored in 
accounting, told me I should do the same 






and give up my earlier dreams of racing fast 
cars or fronting a hard rock band in Madi- 
son Square Garden. Although I followed his 
advice, music is still very important to me, 
and one of my favorite songs is Bachman- 
Turner Overdrives “Takin’ Care of Busi- 
ness.” In fact, CPAs and BTO have some- 
thing in common: We both take care of 
business every day. To me, that means 
working together, and focusing on our core 
values and mission of serving the public in- 
terest. When we do that together, we 
achieve something great. 

As CPAs, we have enormous responsi- 
bilities to the employers, clients, individu- 
als and communities we serve. Because this 
duty is foremost in our minds, it’s essential 
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that we harness our collective power 
and pull together with the combined 
strength of the AICPA and the state 
CPA societies. 

I rose up through the ranks of the 
Alabama Society of CPAs. I’ve been an 
active member for more than 30 years. 
At the society and in my firm, we’ve 
accomplished a lot through collabora- 
tive planning and joint action. I’m sure 
all of you have had similar experiences 
in your companies and businesses and 
are proud of the results. I am a strong 
believer that the best results come from 
serious teamwork. 

Finally, takin’ care of business 
means one other thing to me also—it 
means taking action. We can’t afford 
the luxury of just talking about takin’ care 
of business. We have to make hard deci- 
sions and follow through with hard actions 
to ensure that our profession remains as 
vital and as relevant tomorrow as it was a 
century ago. We must have the courage to 
jump ahead, without any guarantee that we 
will land exactly where we intended. 


WE MusT BE BOLD 


There are several areas in which it’ critical 
for us, as a profession, to take action. But 
I'm also asking each of you to personally 
own a piece of that action. In your firm, 
your company, your university—wherever 
you are—lI ask that you take bold steps to 
ensure that the profession is constantly 
moving ahead. 

Let me get a little more specific. The ac- 
tions the AICPA and the state societies will 
be working on together in the next year fall 
into four areas. 

First, we will be ensuring that our pro- 
fession is constantly responsive to business 
realities in our fast-moving world. A world 
in which technology reinvents the work- 
place each day; a world in which cross-bor- 
der commerce grows at double-digit rates; 
a world in which CPAs deliver their valu- 
able services across state lines without wor- 
rying about unnecessarily complex and 
conflicting state regulations. 

Second, it means developing private 
company financial reporting standards that 
serve the needs of private companies, who 





"We will be ensuring that our profession is 
constantly responsive to business realities in 
our fast-moving world." 


form the backbone of the American econ- 
omy, and of those who do business with 
them. 

Third, it means opening the doors of our 
profession to all who aspire to meet its chal- 
lenges and share its commitments and clear- 
ing the career ladder for anyone who has 
the ability and determination to climb it. 

And fourth, but not least, it means pro- 
moting financial literacy among the Amer- 
ican public, who need our help managing 
their personal finances. 


OUR ACTION PLAN 
Let’ get specific about what we're going to 
do in each of the four target areas. 

First, we'll take care of business by 
working to make sure all states observe uni- 
form licensure requirements. Here’ a real- 
life example of the unreasonable burden on 
practitioners who want to do business in 
more than one state. One CPA moved his 
practice from one state to another—only to 
find that because the two states’ rules vary 
so greatly, he had to change his legal name 
and, instead of setting up his own practice, 
had to work in someone else’s CPA firm for 
a year. That kind of regulation doesn’t pro- 
tect the public interest. Instead, it prevents 
qualified professionals from providing serv- 
ices American businesses and individuals 
need. 

To identify and promote solutions to this 
problem, former AICPA Chairman Scott 
Voynich is leading an Institute committee 


on mobility that will work toward 
making it easier for firms and CPAs to 
do business in multiple states. This 
isn’t merely about uniformity of ac- 
counting laws or practice conven- 
ience. It about enabling CPAs to bet- 
ter serve the public interest. 

Second on our list of business to 
take care of is private company fi- 
nancial reporting. It’s time to develop 
financial reporting standards for pri- 
vate companies, most of which oper- 
ate in a far different environment than 
public companies. My firm’s clients 
are a good example. They own private 
businesses whose stock isn’t held by 
outside investors. The banks and 
lenders know the owners of these 
businesses personally. Users of private com- 
pany information have less complex needs 
than the users of public company infor- 
mation. As [former AICPA Board Chair] 
Leslie Murphy said last year at this time, 
“One size does not fit all.” 

AICPA research confirmed this. Inter- 
views of 3,700 private-company owners 
and financial managers, CPAs in public 
practice, lenders, investors and a former 
member of a standard-setting body all 
agreed that current GAAP does not always 
meet the needs of private company finan- 
cial reporting constituents. So the AICPA 
and FASB are attempting to address this 
issue—most importantly through a com- 
mittee that will make recommendations to 
FASB about potential changes in current 
and prospective accounting standards for 
private companies, based on user needs and 
cost-benefit considerations. 

We have taken the first steps, but your 
support is crucial if we are to continue mak- 
ing progress. [AICPA President and CEO] 
Barry Melancon recently noted that while 
there are approximately 17,000 companies 
registered with the SEC, more than 20 mil- 
lion companies are privately held and play 
a critical role in expanding our nation’s 
economy and creating new jobs. 

Our third goal, and a personal passion 
of mine, is improving the diversity of our 
profession. The face of America has 
changed, but that of our profession has not. 
We have to fix that—now. Promoting di- 
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versity is something we all should take an 
active and personal interest in. This is a 
challenge not to our material wealth, but 
rather to our core values and the reasons 
why we entered a career dedicated to pub- 
lic service. The issue is one of equal access 
to what should be available to everyone 
who aspires to be—and demonstrates the 
ability to be—a CPA. 

Of course, the AICPA has made and will 
continue to make substantial contributions 
to that goal. The AICPA Foundation re- 
cently doubled its annual financial support 
for the PhD Project, which is recognized as 
the most comprehensive and successful 
program to attract minorities to a doctoral 
program in business. The project has cre- 
ated a rich supply of students for the 
AICPAs faculty development programs. 
Over the past 30 years, these fellowships 
have helped dozens of people earn PhDs in 
accounting. And in 2006, the AICPA Mi- 
nority Scholarship Program awarded 
$423,000 to students at 98 universities. It 
was money well spent: These students’ 
overall grade point average was nearly 4.0. 
In the last 15 years, the Institute has award- 
ed more than $8 million to 1,600 students. 

These achievements are milestones on 
our path to being a greater and more in- 
clusive profession—and it’s important for 
this work to continue and expand. But we 
still haven’t reached that goal. We will not— 
must not—rest until our profession reflects 
the changing face of America. 

And there’s another area of diversity we 
have to address. I have a daughter, and I 
want her to have the same opportunities 
men do. Our profession offers incredible 
flexibility and opportunities that women are 
taking advantage of. But while women 
make up more than 50% of the college 
graduates in accounting and new employ- 
ees in CPA positions, only 19% of public 
accounting partners are female. The glass 
ceiling has been cracked, but not shattered. 
So I am challenging all of us, as members 
of one of the best professions for women as 
well as for men, to continue working to find 
the right mix of flexibility in our companies 
and to ensure continued upward mobility 
for women. 

We also need to improve our overall 


recruitment and retention policies. During 
her tenure, Leslie Murphy announced an 
AICPA initiative, called the Young CPA Net- 
work, that offers valuable resources, in- 
cluding a new Web site and a dedicated 
monthly newsletter. The network ensures 
that young professionals understand the 
choices and opportunities awaiting them as 
they move forward in their careers as CPAs. 
It will help build a new gener- 
ation of leaders, inspiring the 
next cadre of students to join 
our profession and benefit from 
its rewards. I haven't the slight- 
est doubt that we all recognize 
these important issues. But we 
must rededicate ourselves and 
our firms and companies to 
doing the right thing. 

There’s one final area where 
we have to take care of busi- 
ness, and that’s increasing the 
average American’ financial literacy. It’s our 
professional responsibility to show Ameri- 
cans how to take charge of their financial 
destiny, fulfill their dreams and secure the 
bright future their children deserve. 

Financial illiteracy threatens our nation’s 
future—and CPAs are the right people—the 
right profession—to tackle this important 
mission. Two million people declared bank- 
ruptcy last year as a result of making poor 
decisions about their personal finances. 
They're filing for bankruptcy because 
they're spending $1.22 for every dollar they 
earn. In fact, Americans’ savings rates now 
are as low as they were during the Great De- 
pression. 

So in 2004 the AICPA and the state so- 
cieties launched 360 Degrees of Financial 
Literacy, a nationwide effort to advance 
Americans’ financial understanding. For 
nearly three years there's been great news 
about this program. Thousands of CPAs are 
donating their time and expertise, benefit- 
ing hundreds of thousands of Americans. 
For leading us to these achievements, we are 
indebted to Carl George and each member 
of the Financial Literacy Commission. 

The campaign’s Web site has had more 
than 15 million hits and we’ve achieved 500 
million media impressions. These numbers 


are great, but now we're striving to extend 


“It’s hard 
to beat 
330,000 
CPAs 
working 
as a team.” 


the program’s reach. The AICPA has joined 
forces with the Ad Council to launch Feed 
the Pig (www.feedthepig.org), a national 
public service campaign focused on finan- 
cial literacy for younger Americans. 

The Ad Council—the premier national 
voice for public service messages—is 
renowned for its ability to create campaigns 
that not only raise awareness about signif- 
icant public issues, but also 
promote action. Its record is 
one of repeated success. From 
Smokey Bear to “Friends don't 
let friends drive drunk” and “A 
mind is a terrible thing to 
waste,” its icons and taglines 
have become part of popular 
culture. 

Another key benefit of 
working with the Ad Council 
is that—unlike with paid 
media—there is no charge for 
placing these messages in any kind of pub- 
lication, broadcast or other medium. Last 
year, the Ad Council was able to secure 
$1.86 billion in donated media. In view of 
its extraordinary success, the Ad Council 
clearly was the right choice to help us tack- 
le the complex challenges of financial illit- 
eracy. 

While we know that all Americans need 
our help, this campaign specifically targets 
25- to 34-year-old working men and 
women—known as “career builders.” 
Their need is particularly great. On average, 
they leave college with more than $20,000 
in combined student loan and credit card 
debt. Research indicates that if they're given 
the right motivation, they are likely to 
change their saving and spending behay- 
iors. And because their retirement is further 
off, their current financial decisions have a 
great impact—positive or negative—on 
their long-term financial security. 

Finally, career builders often are grap- 
pling with monumental new life stages, 
such as marriage and parenthood, and 
therefore are beginning to think about their 
own retirement or their parents’ future 
health. These are all critical life stages 
requiring specific financial knowledge and 
actions. 


The Ad Council and the AICPA intend > 
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for this campaign to begin anew movement 
within our country—a movement that will 
revitalize individual accountability for sav- 
ing and improve Americans’ long-term 
financial security. The campaign uses a tra- 
ditional image of savings—the piggy 
bank—to remind young Americans that it 
is time to make saving a habit. 

The campaign's message is clear: Young 
working Americans cannot afford destruc- 
tive financial behaviors. They must take 
steps to improve their finances and prepare 
for their future. 

Focus groups have shown that this mes- 
sage resonates with our target audience, 
but we need your help to carry it into your 
communities. You'll see Feed the Pig pub- 
lic service announcements in magazines, 
on billboards and on television, and you'll 
hear them on the radio. Let’s unite on fi- 
nancial literacy and help Americans devel- 
op the skills they need to change their own 
financial destiny. 
















The AICPA and the Ad Council have 
joined forces on a public service 
campaign focused on financial literacy 
for younger Americans. 


AT OUR BEST 


We all joined this profession because we 
wanted to provide public service—and 
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here’s an opportunity for every member 
of the AICPA and of every state society 
to work together to achieve our common 
public service goals and leverage the 
power of volunteerism. It’s hard to beat 
330,000 CPAs working as a team. That's 
the real power of our profession. It will 
enable us to help the nation win a great 
victory by giving our fellow cit- 
izens the financial know-how 
they need to realize their 
dreams. 

If we confidently step forward on the 
right path, we'll empower our fellow cit- 
izens to chart their own financial destiny. 
And the future will be bright for the next 
generation of CPAs and for men, 
women and children in communities 
across America. 

That’s what our united profession can 
accomplish when we make up our 
minds to take care of business every day, 


o, 
every way. “ 


-E-4908-10 









“Implementation of the new 
standards may require auditors 
fo change their approach and 
perhaps the nature of the audit 
procedures performed. We 
believe that these standards, 
with support from the AICPA, 
will allow members to find ways 
fo improve the effectiveness of 


their audit engagements.” 


Chuck Landes, 
AICPA Vice President, 
Professional Standards 


and Services 


(Ney 


A BTA 


f) 
New Risk Assessment 
Auditing Standards 





AICPA Guidance and Resources 


The AICPA’s Auditing Standards Board issued eight Statements on Auditing Standards related to 
risk assessment. These Statements provide guidance on assessing and responding to risks of 
material misstatement in a financial statement audit. They also provide guidance on planning and 
supervision, the nature of audit evidence, materiality and evaluating the audit evidence obtained. 


To provide support in implementing the standards, AICPA has developed resources in a variety of 
formats to best meet your needs: 


> Assessing and Responding to Audit Risk in a Financial Statement Audit 
The Audit Guide provides both authoritative guidance and tools to assist in understanding 
and applying the audit risk standards. 
2006 Paperback 1-Year Online Subscription 
012456JA02 WRAXX12JA02 
(log onto www.cpa2biz.com/AlCPAresource for details) 


> Understanding the New Auditing Standards Related to Risk Assessment — Audit Risk Alert 
This new Audit Risk Alert highlights key issues, areas of concern and helps identify differences 
between the new audit approach and the current audit approach. 
2006 Paperback 
022526JA02 


Find implementation guidance and earn CPE credit with: 


> Auditor’s Risk Assessment Process: Tackling the New Risk Assessment SASs 
Ideal for on-site staff training or individual self-study. 
Text DVD/Manual 
732990JA02 182990JA02 


> Risk Assessment Standards — Understanding the Entity and Assessing Risk 
Earn CPE credit while learning how to implement the changes to your risk assessment process. 
CD-ROM 
738800hsJAO02 > 


Also available in the AICPA store: 
> Risk Assessment Suite of Standards (SAS Nos. 104-111) A handy compilation of all eight standards. 
2006 Paperback O06G0704JA02 


For more information on AICPA’s resources for implementation 
guidance and to order, visit: 


www. epa2biz.com/risk 


888.777.7077 
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by Susan M. Sorensen and Donald L.Kyle 


our Monday is off to a reasonably good start. The improvements 


A guide to using foreign 
financial statements. 


USOC Pec 


In 1990 U.S. direct investment in Asia was 
$64.7 billion. By 2005 this number had 






you made last year to your company’s financial reporting system 

are paying off. You're getting data faster and your boss, the 

president, is delighted with the new reports you created. But 
this morning’s call is not a request for yet another report. 


“Did you see what we're paying for bear- 
ings for the new 800s?” blurts your boss. 
“Every time we turn around, our domes- 
tic supplier hikes prices. I’ve found a new 
supplier, and it’s for sale.” 

“Good,” you reply. “Where is it located?” 

“Ukraine,” he says. “And I want you to 
take a look at its financials. They’re in 
English.” 

If you have not already experienced this 
situation, you may soon. Globalization, 
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once the exclusive realm of America’s largest 
companies, is now a reality for companies 
of all sizes—so all financial managers and 
CPAs must be prepared to work with for- 
eign financial statements. You may need to 
include information from foreign state- 
ments in your own statements or tax 
returns, or to rely upon foreign financials 
when making investment decisions, secur- 
ing credit or using foreign outsourcing 
firms. CPAs in industry may find themselves 


increased to $376.8 billion. 


Source: U.S. Department of Commerce 


dealing with foreign subsidiaries or work- 
ing for a subsidiary of a foreign company. 

As CPAs, you have expectations about 
language, currency, accounting practices, 
methods and presentation when reading 
and analyzing U.S. GAAP statements. 
When dealing with foreign or transnational 
statements—eyven if they are presumed to 
be prepared using U.S. GAAP—be ready 
to adjust your expectations. 


KNOW COMMON 
APPROACHES 

When providing statements to foreign users, 
companies adopt a variety of approaches 
based on factors such as language, curren- 
cy and accounting practices. These cover the 
spectrum from not changing the primary 
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foreign statement at all to preparing primary 
statements using U.S. GAAP (see exhibit 1, 
page 40). The specific approach may not be 
obvious and may vary from year to year. 
The options include: 

Doing nothing. If a company chooses 
to provide its primary statements without 
making any changes, it often will be appar- 
ent because the statements will be written 
in a foreign language. 

Primary statements under U.S. GAAP. 
Many foreign companies choose to prepare 
primary statements using U.S. GAAP 

Convenience translation. Companies 
may translate the language into English, but 
provide no information about the account- 


ing practices and currency. Volvo's balance 
sheet in exhibit 2, page 41, is an example 
of a convenience translation. The currency 
is the Swedish krona (SEK) and the format 
does not follow U.S. GAAP. 

Convenience statements. These con- 
tain translated language and, often, 
converted currency. They still lack infor- 
mation CPAs need about accounting 
practices, the translation method and how 
the currency was converted. Do not 
assume they are in or comparable with 
U.S. GAAP. Even large companies may 
choose to use convenience statements. 
Suzuki Motor Corp., for example, prepares 
statements that show both Japanese yen 


9 site, www.iasplus.com/stal 


@ More CPAs are finding them- 
selves working with foreign 
statements. As progress is made 
in convergence and harmoniza- 
tion between FASB and the 
_ IASB, the interpretation of for- 
eign financial statements should 


practices, methods and presen- 
tation when working with foreign 
statements. 


ments have been audited, CPAs 
should be aware that the sophis- 
tication and enforcement of 





EXECUTIVE SUMMARY 


one of them, FASB and the IASB 


can, through their international 
alliances and networks, help 
U.S.-based CPAs in business 


- become easier. CPAs in the Unit- __ 


_ ed States should watch these 

_ developments carefully and famil- 
iarize themselves with IFRSs. 

_MUsers should be ready to 
adjust their expectations about 
language, currency, accounting 


accounting rules vary significantly 
by country. 

@ Approximately half of the 
countries in the world have 
adopted international standards 
for publicly listed companies. 


_ Although the United States is not 


and industry understand foreign 


financial statements. 


@ Cultural differences often 
make foreign statements 
prepared using U.S. GAAP quite 
different from statements of 
U.S.-based companies. CPAs 


and U.S. dollars. Amounts are converted 
to U.S. dollars at the year-end exchange 
rate, 

Limited restatements. These attempt to 
provide more information by reconciling 
some significant items to U.S. GAAP. Critics 
argue they allow companies to selectively 
choose items that improve their financial 
picture. 

Reconciling to U.S. GAAP. Companies 
that cross-list their stock on foreign and U.S. 
exchanges must, at a minimum, prepare a 
reconciliation of their home-country state- 
ments to U.S. GAAP. These companies file 
Form 20-F in lieu of Form 10-K with the 
SEC; the filings are available on the SEC 
Web site at www.sec.gov/edgar.shtml. 

Secondary statements. These may be 
country-specific or universal. A USS. 
country-specific secondary statement 
would be prepared using U.S. GAAP; 
universal statements may use Internation- 
al Accounting Standards/International 
Financial Reporting Standards 
(IASs/IFRSs). (See “Understanding IASs and 
IFRSs,” at left.) 


DETERMINE THE APPROACH 

If the reporting approach is not disclosed 
in the notes or referred to in the auditor's 
report, CPAs can contact the company and 
make a detailed inquiry. The lack of notes 
to the financial statements explaining how 
they were prepared may show a lack of 
accounting sophistication on the foreign 
company’s part. > 


should not accept anything at 


are working on convergence face value. 
projects. 
li Even if a company’s state- i Many domestic CPA firms Susan M. Sorensen, CPA, PAD, 


has 30 years of public accounting 
experience and is an assistant 
professor of accounting, and 
Donald L. Kyle, CPA, PhD, is a 
professor of accounting, both at 
the University of Houston—Clear 
Lake. Their e-mail addresses are 
sorensen@uhcl.edu and 


kyle @uhcl.edu, respectively. 
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Even if the statements have been 
audited, be aware that the sophistication 
and enforcement of accounting rules vary 
significantly by country. Some foreign 
accounting firms register with the Public 
Company Accounting Oversight Board 
(PCAOB) so they may conduct or 
participate in audits of companies filing 
with the SEC; they therefore are subject to 
PCAOB rules and oversight. About one- 
third of the more than 1,500 public 
accounting firms listed on the PCAOB 
Web site (www.pcaobus.org) are foreign. 


Do nothing 


Primary statements 
prepared under 
U.S. GAAP 


Convenience 
translations 


Convenience 
statements 


Foreign * 


English 


English 


English 


More than 90 countries permitted or 
required their domestic-listed companies 
to report under IFRSs in 2005, and the list 
is growing rapidly. Summaries of IFRSs are 
available at www.iasplus.com/standard/ 
standard.htm. Although the summaries 
are inherently incomplete, they offer a 
quick read for the beginner. Be cautious, 
since implementation and enforcement of 
IFRSs vary from country to country. An 
updated list of adoption status by 
country is available at www.iasplus.com/ 
country/useias.htm. 


Foreign * Foreign 


U.S. U.S. GAAP 


Foreign Foreign 


U.S. Foreign 


Although Japan and the United States 
have not yet adopted IFRSs, both have com- 
mitted significant resources toward inter- 
national convergence. For the United States, 
progress is being made on harmonization 
under an agreement between FASB and the 
IASB. Significant differences, however, 
remain between IFRS and U.S. GAAP 


WATCH FOR PRESENTATION 
DIFFERENCES 

Some countries present items differently. 
For example, the Volvo balance sheet in 


No No 


No No 


ae 


Limited restatements 


English 


U.S./Foreign U.S./Foreign 


No 


ee 5555555555355 


Reconciliation to 
U.S. GAAP 
(Minimum required 
by SEC-Form 20-F) 


English 


U.S./Foreign U.S./Foreign 


Secondary 
statements— 
country-specific 

for U.S**/ 
Secondary 
statements—universal 
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English/ 
Commonly 
in English 


USLU:S. or 
foreign 


U.S. GAAP/ 
May use 
IFRS/IAS 


N/A/ No 
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exhibit 2 lists long-term assets before short- 


Volvo Gc oup Balance Sheet term assets and shareholders’ equity 
for 2005 - before liabilities. This format is consistent 


with the IAS-compliant model financial 
statements for 2005 available at www.ias- 
plus.com/fs/2005modelfs.pdf. CPAs also 
should seek information about accounting 
practices such as the grouping or netting 
of accounts and the definition of current vs. 
noncurrent. These types of differences 






Assets 






















ee re ee make it important to read the footnotes and 

_ Property, plantandequipment 81,151 85,001 to obtain country-specific information. 

_ Assets under operating leases 19,534 20,839 | Information about doing business in 
Shares and participations 2,003 751. —__ specific foreign countries can be obtained 
Long-term customer-financing receivables 95.187. 31464 from sources such as HLB International 
Long-term interest-bearing receivables 1,741 1,483 3 (wwwhlbi.com/DBI_list.asp) and the 
Other long-term receivables 6,100 7,021 laeae heconaring as Direction 
Mies a (www.taxsites.com). HLB International is 
Inventories 28,598 33,937 aurea 
$$$ SSS OO ret a global network of accounting firms and 
Short-term customer-financing receivables 26,006 2 ‘business advisers whose Web site includes 
Short-term interest-bearing receivables 1,643 464 : information on currency and languages, 

_ Other short-term receivables 29,647 35,855 _ investment factors, business organizations 
Marketable securities 95,955 28,834 and taxation. The Tax and Accounting Sites 
Cash and cash equivalents 8,791 811s | Diecoty provides links LO en of other 
Alar Accaie 223,968 257135 Le information Web sites. 
oo It's also important to know whether a 
Shareholders’ equity and liabilities _ company’s foreign statements reflect 

_ Shareholders’ equity’ 70,155 78,768 historical cost or contain pe ae 
Provisions for post-employment benefits 14,703 17,986. ey Jwo commen ogee ee oe 
a Cr. _—Céaacjustmmerntt are the general price-level- 
Cie proves 408 1B 556 _ adjusted (GPLA) model and the current 
PON ae ee OT BOF A B8o cost-adjusted (CCA) model. Information 

| Other liabilities 62,310 72,940 ~— about the accounting methods and pres- 

_ Shareholders’ equity and liabilities 223,968 257,135 entation rules may be disclosed in the sup- 

j hi _ plemental information included with the 
Shareholders’ equity and minority statements. If the information is difficult to 


_ interests as percentage of total assets 










ee ee. locate, a source of last resort may be the 
- ‘Whereof ee interests SEK 260 M oe accounting principle disclosures or the rec- 

onguereaouEE oan cages onciliation to U.S. GAAP in the statements 
of multinational corporations based in that 
country. 

Do not assume common accounting 
terms have the same meaning outside the 
United States. For example, although 
ae some companies in the United Kingdom 
: ee have adopted IFRSs, many continue to 
. ne EORIIE Einaneld statements use terminology that can be confusing to 
SUIS COs Oren __ CPAs in the United States (see exhibit 3, 
c PHEOINOORS a oe ONE i is at left). 

/ Turnover _ % Sales and other operating income DETERMINE THE CURRENCY 
S Source: ‘BP's 2004 04 Annual Report. a i The currency used in the financial state- 
2H ments may not be obvious, as shown in > 


i K, vs. i c Reporting — 
: Terminology 
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. exhibit 2. The SEK M above the “Assets” 
Tr anslation Met ods a d Ra es caption shows the statements are in the 
4 Swedish krona. Remember that Canada, 
Australia and Jamaica also call their 
currency “dollars” and many currencies 
use the familiar $ symbol. 

Translated financial statements are 
meaningful only if the reader knows the 
method used to convert foreign currencies 
to U.S. dollars. A basic convenience state- 
ment may be prepared by multiplying all 
the amounts on the income statement and 
balance sheet by the translation rate in 
effect at the balance sheet date. In that case 
there would not be any translation gains or 
losses, and the statements would not pro- 
vide any information about the effects of 
rate changes over time. 

Multinational enterprises have been 
dealing with translation issues for many 


Ges ys Gade age ete in! 


AICPA RESOURCES — 
have been in a 
ee International Versus U.S. Accounting: What 
a pico at Harvard Busin in the World is the Difference? 
ing] is driven by the litigation en (# 731662JA). . 
cross-listed on a U.S. exchange, i For more information or to make a purchase, 


go to www. epaabig: com. 


JofA article 
“Financial Reporting Goes Global’ JotA, 
Sep. 04, page 43. 


OTHER RESOURCES 


Web sites — , 

@ Deloitte IAS Plus list of IFRS/IAS acon 
tion status by country, 

www.iasplus. com/country/useias. htm. 

& Deloitte's IFRS-compliant model financial 
statements, www.iasplus.com/fs/fs.htm. 
@ Federal Reserve Bank, 
www.federalreserve. gov/releases/ 
H10/hist, or the Federal Reserve Bank of 
St. Louis, http://research.stlouisfed. 
org/fred2/, for current and historical 
exchange rate information. — “ 
@ HLB International information about doing 
business in foreign countries, 
-www.hibi.com/DBI_listasp. _ 
@ International financial reporting standards 
summaries, WWW. iasplus. com/standard/ 
standard.htm. 

a PricewaterhouseCoopers’ Similarities & 
Differences—A comparison of IFRS and . 
U.S. GAAP, www.pwcglobal. com. 

@ Tax and Accounting Sites Directory links 
to international information Web sites, 
www.taxsites.com. 
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years because their foreign divisions and 
subsidiaries often keep records in the local 
currency. Exhibit 4, page 42, lists four com- 
mon methods of translation. Each uses a 
different combination of the following three 
rates: the historical rate in effect on the date 
of the transaction, the rate in effect at the 
end of the current year and the weighted 
average rate for the period. 

Translation rules are addressed by FASB 
Statement no. 52 in the United States and 
by IAS 21 in the international standards. 
Current and historical exchange rate 
information is available from Web sites 
such as the Federal Reserve Bank (www. 
federalreserve.gov/releases/H1 O/hist) or 


Practical Ti ys 








CPA Firm Networks 
ana Alliances — 


the Federal Reserve Bank of St. Louis 
(http://research.stlouisfed.org/fred2/). 

Many accounting firms belong to inter- 
national networks or alliances to expand 
their resources. Your domestic CPA firm 
may be able to help arrange for an account- 
ing firm in the foreign country to provide 
assistance in interpreting the financial state- 
ments. Exhibit 5, below, contains a list of 
some of the larger networks and alliances 
that provide international resources to 
accounting firms. 


WHAT'S NEXT? 

The global integration of national 
economies is well under way and will 
accelerate over the next two decades. The 
result is that U.S.-based CPAs will see more 
financial statements originating in foreign 
countries. Foreign investment in the 
United States also is likely to increase, and 
many financial executives in the United 
States may soon be required to report 
results in compliance with IFRSs. As 
progress is made in convergence and 
harmonization between FASB and the 
IASB, the interpretation of foreign 
financial «statements should become 
easier. CPAs who develop expertise in the 
international reporting arena will be in 
increasingly high demand. 
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Get ready for tax season 


with the experts. 






guidance you need this tax season. 


For detailed information and to order go to 
www.cpa2biz.com/stores/taxseason 


Online grading gives you immediate, real-time exam pesutts and 


: lets you print your own CPE completion certificates. Look for more 
/ information included with your AICPA self-study course rete 





Practical Insight and 
Valuable Tax-Savings 
Strategies 

from Kess, Biebl and Ranweiler 


AICPA’s Federal Tax Update by Biebl and 
Ranweiler, 2006-2007 Edition 
731135JA02 

AICPA’s Individual Income Tax Returns 
Workshop by Sid Kess 

735221JA02 

AICPA’s Corporate Income Tax Returns 
Workshop by Sid Kess 

735211JA02 

AICPA’s Complete Tax Update for 
Corporations & Pass Through Entities, 
2006-2007 Edition 

731573JA02 

AICPA’s Complete Tax Update for Individuals 
& Sole Proprietors, 2006-2007 Edition 
731583JA02 


_QAS- 


UALITY ASSURANCE SERVICE 


AICPA] 


The AICPA brings you top-notch tax planning and tax preparation 
guidance from nationally recognized experts. In each course, 
you get the benefit of the highest levels of expertise — and the 


Planning Opportunities, 
Ideas and Techniques 
from Bill Bischoff 


Innovative Tax Planning for Small 
Businesses: Corporations, Partnerships 
& LLCs 

745519JA02 


Innovative Tax Planning for Individuals 
and Sole Proprietors 
745530JA02 


Best High-Powered Tax Planning Strategies 
for Older and Wealthier Clients 
731654JA02 


Are Your Clients Saving Enough for 
Retirement? Strategies to Get Them There 
731296JA02 


Best Tax and Financial Planning and Money 
Management Ideas for Your Growing, 
Middle Income Clients 

731714JA02 





Latest Changes and 
Tax Planning Strategies 
on Video 

presented by Sid Kess 


Ideal for on-site staff training or individual 
self-study. Additional manuals are available 
at volume discounts for group training. 


2006 Individual Tax Returns Videocourse 
DVD/Text/Manual, 113G10JA02 
VHS/Text/Manual, 113671JA02 


2006 Corporate Tax Returns Videocourse 
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VHS/Text/Manual, 112622JA02 


Paying for College: Tax Strategies and 
Financial Aid 

DVD/Manual, 1814 83JA02 

The AMT for Individuals: Strategies to 
Escape Its Reach 

DVD/Manual, 1i81463JA02 
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Changes 


in Accounting 


for Changes 


Implementation implications 


of FASB 154. 


by Jack O. Hall and C. Richard Aldridge 


hanges in accounting and financial report- 
ing are inevitable. Most happen because in 
preparing periodic financial statements, 
companies must make estimates and judg- 


ments to allocate costs and revenues. Other changes 
arise from management decisions about the appropri- 
ate accounting methods for preparing these statements. 


When changes are necessary, it’s up to CPAs 
to decide how to reflect them in the fi- 
nancial reporting process. In 2005, FASB 
revisited the issue and made significant 
revisions to its guidance on how to treat 
certain changes. The result was Statement 
no. 154, Accounting Changes and Error 
Corrections, which superseded APB Opin- 
ion no. 20, Accounting Changes. Statement 
no. 154 is effective for fiscal years ending 
after December 15, 2006. This article 
discusses the changes Statement no. 154 
brought about as well as the practical 
implementation issues companies and their 
auditors will face. 


RETROSPECTIVE PERSPECTIVE 

A change in accounting principle results 
when an entity adopts a generally accepted 
accounting principle different from the one 
it used previously. Frequently the entity is 
able to choose from among two or more 
acceptable principles. Statement no. 154 
adopts a “retrospective” approach to ac- 
counting principle changes. It defines ret- 
rospective application as applying a “different 
accounting principle to prior accounting 
periods as if that principle had always been 
used.” The term also may include the 
restatement of previously issued financial 
statements to reflect a change in the report- 








ing entity. The statement defines restatement 
as revising previously issued financial state- 
ments to correct an error. 

Under previous guidance, the Account- 
ing Principles Board (APB) was most con- 
cerned about a possible dilution of public 
confidence in financial reporting if compa- 
nies applied principle changes retroactively 
and restated prior years’ financial statements. 
The APB opted for a “catch-up,” or cumu- 
lative effect, approach to reporting most 
changes; the cumulative effect of a change 
on prior-year financial statements was 
reported on the current year’s income state- 
ment in a manner similar to, but not the 
same as, an extraordinary item. Opinion no. 
20 did not require restatement of prior-year 
financial statements, but did require pres- 
entation of pro forma information. 


February 2007 Journal of Accountancy 45 





DE FINANCIAL REPORTING [a 





Under Statement no. 154, all voluntary changes in principle 
now must be retrospectively applied to previous-period finan- 
cial statements, unless such application is impracticable or FASB 
mandates another approach. Impracticable conditions exist if a 
company is unable to apply the new principle after making every 
reasonable effort or if CPAs cannot document assumptions about 
management's intent in the prior periods or gather estimates need- 
ed to apply the principle in those periods. 

Companies no longer will report a cumulative effect on the cur- 
rent year’s income statement. Instead, they will report any neces- 
sary adjustment as an adjustment to the opening balance of retained 
earnings for the earliest period presented. FASB’s retrospective 
approach eliminates all cumulative effect adjustments to current 
income and should greatly enhance the consistency and compara- 
bility of financial information over time and between companies. 
Since a change in principle is retrospectively applied to prior financial 
statements, there is a need to present pro forma information. 


A. CHANGE IN 

ACCOUNTING PRINCIPLE 

Assume ABC Co. decided during 20X6 to adopt the FIFO in- 
ventory valuation method. The company had used LIFO for both 
financial and tax reporting since its inception. However, it main- 
tained records that are adequate for valuing inventories and 
determining cost of goods sold as if it had applied FIFO in 20X5 
and 20X6. ABC made no adjustment to reflect this change in prin- 
ciple in 20X6 or prior years. The company is in the 30% tax 
bracket. The information in exhibit 1, page 47, was determined 
from the company’s records. 

Based on these data, ABC needs to make a $5,000 entry on 
its books to adjust the inventory to the FIFO amount ($25,500 
— $20,500). An adjustment to retained earnings will be neces- 
sary to account for the effect of the inventory method change on 
20X5 net income. The difference in the beginning inventory for 
20X5 would cause net income to decrease by $400, while the 
difference in the 20X5 ending inventory would cause net income 
to increase by $4,000. 


EXECUTIVE 


On a pretax basis, 20X5 income would increase by $3,600 and 
after-tax income would increase $2,520 ($3,600 — (30% x $3,600)). 
For years before 20X5, there would be a $400 increase in pretax 
income, for a total pretax adjustment of $4,000 ($3,600 + $400); 
after taxes the adjustment would be $2,800 ($4,000 —- GO% X 
$4,000)). ABC Co. would make the adjusting entry shown below 
in 20X6 to implement this change in accounting principle. 


Inventory $4,000 
Income taxes payable $1,200 
Retained earnings $2,800 


Statement no. 154 requires that prior financial statements issued 
for comparative purposes be restated for the direct effects of the 
change in principle. If ABC reissues its 20X5 statements for com- 
parative purposes with 20X6, it must restate the 20X5 income state- 
ment to what it would have been had the company used FIFO. 
Exhibit 2, page 48, shows the original partial income statement 
for 20X5, while exhibit 3, page 48, shows the restated income state- 
ment for 20X5 presented for comparative purposes with 20X6. 

The opening balance in the 20X6 statement of retained earn- 
ings should be adjusted by $2,800 to reflect the change in 
inventory methods. However, if the company presented a state- 
ment of retained earnings for 20X5, the opening balance would 
be adjusted by $280 ($400 — (30% X $400)) for the impact of 
the change in years before 20X5. If the 20X5 balance sheet was 
presented for comparative purposes, inventory also would need 
to be restated to $16,250 to reflect the FIFO inventory valuation. 

Exhibits 4 and 5, page 49, illustrate how the company would 
adjust its retained earnings to reflect a change in inventory meth- 
ods. Exhibit 4 shows the 20X6 adjustment while exhibit 5 reflects 
adjustments in comparative statements for 20X6 and 20X5. 

Under Statement no. 154, the required disclosures for a change 
in principle include a description of the change and the reason for 
it, as well as an explanation of why the newly adopted principle 
is preferable. Companies also should describe the prior-period in- 
formation they retrospectively adjusted and present the effect of 


“SUMMARY 


li Companies have cleaye 
faced a major issue of how to 
reflect changes in accounting 
methods and error corrections in 
financial statements. In 2005 


FASB issued Statement no. 154, 


Accounting Changes and Error 
Corrections. The new rules are 
effective for fiscal years ending 
after December 15,2006. __ 
@ Under Statement no. 154, 


companies must retrospectively 


apply all voluntary changes in 
accounting principle to previous- 
period financial statements un- 
less doing so is impracticable or 
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company is unable to apply the 


_ new principle after making every 
reasonable effort or CPAs cannot 


document assumptions about 
management's intent in prior 
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li The pronouncement includes 
new rules for changes in depreci- _ 
ation, amortization or depletion 
methods for long-lived nonfinan- 
cial assets. These events are no 
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change in accounting principle 
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the change on income from continuing op- 
erations and net income and related per- 
share amounts for the current period and 
any prior periods retrospectively adjusted. 
A company should disclose the cumulative 
effect of the change on retained earnings as 
of the earliest period. If retrospective ap- 
plication is impracticable, CPAs should dis- 
close why and describe the alternative 
method used to report the change. 


CHANGE IN 

DEPRECIATION METHOD 
Statement no. 154 includes new rules for 
changes in depreciation, amortization or 
depletion methods for long-lived, nonfi- 
nancial assets. These events no longer are 
accounted for as a change in accounting 
principle but rather as a change in ac- 
counting estimate affected by a change in 
accounting principle. As a result, a com- 
pany will show no cumulative effect of the 
change on its income statement in the 
period of change and no retroactive appli- 
cation or restatement of prior periods. 
Instead, the company allocates any re- 
maining depreciation or amortization 
over the remaining life of the assets in ques- 
tion using the newly adopted method. 

Companies may be more likely to make 
such changes now that a cumulative effect 
adjustment is not required in the year of 
change. The new treatment should im- 
prove financial reporting by making it 
easier for companies to change to a method 
that better reflects how they consume the 
future benefits of their assets. 

Suppose XYZ Co. decided in 20X6 to 
change the depreciation method for certain 
assets to the straight-line method, where 
previously these assets (with a total cost of 
$5 million) were depreciated using the 
double-declining balance method. Ac- 
quired in 20X3, the assets have a salvage 
value of $200,000 and an estimated life of 
eight years. The company’s policy is to take 
a full year’s depreciation in the year of 
acquisition and none in the year of dis- 
posal. To effect this change, its CPA must 
use the double-declining balance method 
to determine the depreciation through 
December 31, 20X5, as shown in exhibit 
6, page 50. The revised depreciation per 


period using the newly adopted straight- 
line method beginning in 20X6 would be 
computed as shown in exhibit 7, page 50. 


OTHER ACCOUNTING 
CHANGES AND ERROR 
CORRECTIONS 

Statement no. 154 does not change the way 
companies account for and report changes 
in accounting estimates, changes in the re- 
porting entity or error corrections. The 
treatments Opinion no. 20 established in 
1971 still apply. Changes in accounting es- 
timates are the consequences of periodic 
presentations of financial statements; they 
result from future events whose effects can- 
not be perceived with certainty, such as 
estimating the useful lives of assets, and 


presented and must include a description 
of the nature of the change and the reason 
for it, as well as the effect on income before 
extraordinary items, net income and 
related per-share amounts for all periods 
that are presented. 

Companies still should report the 
correction of errors in previously issued 
financial statements as prior-period adjust- 
ments, with a restatement of prior-period 
financial statements. The carrying value of 
the assets and liabilities should be adjust- 
ed for the cumulative effect of the error for 
periods before the earliest period present- 
ed. The beginning balance of retained earn- 
ings should be adjusted for the cumulative 
effect of the error. Disclosures include the 
effect of the correction on each item in the 


Comparison of FIFO ne LIFO fo nventory 
and aoe of Goods oC Calculations _ 


therefore require the exercise of judgment. 
Changes in estimates continue to be 
accounted for prospectively. CPAs should 
account for them in (a) the period of change 
if the change affects only that period or (b) 
the period of change and future periods if 
the change affects both. Prior periods are 
not restated and pro forma amounts are not 
reported. However, the effect on income 
from continuing operations, net income 
and per-share amounts of the current pe- 
riod should be disclosed for any change in 
estimate that affects several future periods. 

A change in the reporting entity is 
considered a special type of change in ac- 
counting principle that produces financial 
statements that are effectively those of a 
different reporting entity. Changes in the 
reporting entity continue to be applied 
retrospectively. Companies should restate 
the financial statements of all prior periods 





financial statements and the cumulative 
effect of the change on retained earnings as 
of the beginning of the earliest period pre- 
sented, along with any per-share effects for 
each prior period presented. 


IMPLICATION FOR COMPANIES 

Before making a voluntary change in ac- 
counting principle, companies and their 
CPAs should consider the benefits and 
costs. Calculating the information needed 
for retrospective application of any change 
will be more complex than calculating the 
cumulative effect of a change, since multi- 
ple years are involved. As a result, retro- 
spective application will require greater re- 
sources and may increase audit fees. In 
assessing the cost-benefit trade-off of future 
principle changes, the controller and chief 
accounting officer of one Fortune 500 com- 
pany said any improvements from a change 
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in principle probably would not be worth 
the effort. He questioned the practicality of 
the new pronouncement and believes there 
will be fewer voluntary changes as a result 
of Statement no. 154. However, an audit 
partner at a national CPA firm disagrees and 















| ABC Co. 


20X5—LIFO - 


: Sales 
Cost of sales: 
_ Beginning inventory 
Purchases 
Goods available for sale 
_ Ending inventory 
Cost of goods sold 
_ Gross profit 


- Income before tax 


Income taxes (30%) 
Net income 


“ABC Co, 


_ Selling, general & administrative expenses 


says if a change would enable a company 
to better communicate the results of its 
business to stakeholders, the company 
should make the change even if costs are 
higher, especially ifit is motivated by a need 
for capital. 


Original (Partial) Income Statement for 


. For Year Ended December 31 


20X5 
$510,000 


7,200 
365,050 
372,250 

12,250 
360,000 
150,000 

44,000 
106,000 

31,800 
$74,200 






Comparative (Partial) Income Statement 
— for 20X6 and 20X5—FIFO 





Sales 
Cost of sales: 

_ Beginning inventory 

_ Purchases 
Goods available for sale 
Ending inventory 
Cost of goods sold 
Gross profit 
Selling, general & administrative 

expenses 

Income before tax 
Income taxes (30%) 
Net income 


For Years Ended December 31 














(Restated) 


20X6 20X5 
$560,000 $510,000 





398,250 





365,050 

414,500 372,650 

“989000 | 35G.400 - 
171,000 153,600 
48,000 44,000 
123,000 109,600 
36,900 32.880 
$86,100. $76,720 





A company wishing to make a change 
in principle should first apprise its current 
auditors of the change and have them affirm 
that the new principle is preferable. If the 
company has changed auditors, it may 
need to take a major role in coordinating 
the efforts between the current (successor) 
auditor and the previous (predecessor) 
auditor. This is particularly true for public 
companies. The company should prepare 
the current financial statements under the 
new method and adjust prior-period state- 
ments to reflect the newly adopted princi- 
ple. If the successor auditor plans to audit 
the adjustments to the prior financial state- 
ments, there is no need to contact the pred- 
ecessor auditor. However, the company 
may want to involve its previous auditor 
since it may be more efficient and cost- 
effective for the predecessor to audit the 
adjustments. Smaller companies without 
in-house expertise likely will rely more 
heavily on their outside auditors to help 
them implement any change in principle. 


IMPLICATIONS FOR AUDITORS 
Statement no. 154 has significant implica- 
tions for auditors, who soon will be help- 
ing clients implement it and auditing the 
retrospective applications. This will in- 
crease the audit work to be performed, 
since auditors will have to audit the 
adjustments to the prior financial state- 
ments. The increase in audit time is 
expected to moderately increase audit fees, 
particularly if a reaudit of prior-period 
financial statements is necessary. 

Successor auditors face even greater 
complications. The PCAOB addressed 
many of these complications in its June 9, 
2006, QG&A, Adjustments to Prior Period Fi- 
nancial Statements Audited by a Predecessor 
Auditor. In it the PCAOB says adjustments 
to prior-period statements due to changes 
in principles and error corrections can be 
audited by either the successor or prede- 
cessor auditor, but an audit of the adjust- 
ments by the predecessor auditor may be 
more cost-effective. 

One large-firm audit partner we spoke 
with could not envision many situations in 
which the successor auditor would be in a 
better position than the predecessor to audit 
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either retrospective applications of princi- 
ples or restatements of errors. However, an- 
other audit partner who works primarily 
with private companies said nonpublic 
companies likely will look to the successor 
auditor to audit their retrospective adjust- 
ments for changes in principle. In private 
companies it is rare for the predecessor to 
be involved in error corrections in any 
significant way. 

If the predecessor auditor audits the ad- 
justment to the prior statements, the 
PCAOB says the reissued audit report 
should be dual-dated to avoid any sugges- 
tion the auditor examined records, trans- 
actions or events after that date. An audit 
by the predecessor auditor, however, does 
not relieve the successor of all responsibil- 
ities related to the adjustments. Since error 
corrections and changes in principles often 
affect the timing of when transactions and 
events are recognized in financial state- 
ments, the successor should obtain an un- 
derstanding of prior statement adjustments. 
The successor auditor also is responsible for 
evaluating the preferability of the new 
principle and consistent period-to-period 
application. As a result it might be more 
efficient for the successor auditor to audit 
the resulting retrospective applications. 

The PCAOB QSA lists three factors a 
successor auditor might consider in decid- 
ing to audit only the adjustments to the 
prior-period financial statements or 
whether a reaudit of the prior financial state- 
ments is necessary. 

@ The more extensive and pervasive the 
adjustments, the more likely the successor 
auditor should perform a reaudit. 

mw Adjustments related to error correc- 
tions (retroactive restatements) justify a 
reaudit more often than adjustments relat- 
ed to a change in principle (retrospective 
applications). With error corrections, the 
successor auditor should consider the risks 
there might be other, undetected misstate- 
ments; adjustments related to intentional 
errors would particularly suggest the need 
for a reaudit. 

m@ When the predecessor auditor is less 
cooperative and responsive to questions 
and limits access to the prior audit’s docu- 
mentation, a reaudit likely is required. 


Its highly unlikely the successor audi- 
tor would audit the adjustments for an 
error correction without a reaudit. One 
partner told us he had seen situations 
where the predecessor had little reason to 
consent to reissuing the report on the prior 
financial statements, thereby forcing the 
successor to reaudit. 

When the successor auditor audits only 
the adjustments related to a change in prin- 
ciple or error correction, the limited nature 
of the audit work should be clearly dis- 
closed. The successor’s report should state 
that he or she is not providing any assur- 
ance on the prior financial statements as a 
whole. With regard to error corrections, 
questions may arise as to whether the pred- 
ecessor auditor may reissue a report on the 
prior statements. The PCAOB says the re- 
port may be reissued if the predecessor de- 
termines the prior-period statement reports 


ABC Cor 


are still appropriate, except for the error cor- 
rection. In deciding whether the prior state- 
ments are still appropriate, the predecessor 
auditor should consider the nature and ex- 
tent of the adjustments, whether manage- 
ment has withdrawn the prior statements 
and whether the errors were intentional. 

Even if the successor audits the adjust- 
ments, the predecessor should do addi- 
tional work before reissuing the report on 
prior-period financial statements, including 
reading the current-period financial state- 
ments, comparing the adjusted prior-period 
statements with those originally issued with 
the report and obtaining representation 
letters from both the company and the suc- 
cessor auditor. 

If the successor audits the adjustments, 
the predecessor’s reissued report on the 
prior financial statements should be mod- 
ified to clearly show the reissued opinion > 
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applies only to the prior statements before 
adjustment and that the predecessor audi- 
tor has not audited the adjustments. The 
predecessor's reissued report should carry 
the same date as the original audit report 
to avoid any implications the predecessor 
auditor was involved with the adjustments. 


IMPLICATIONS FOR FINANCIAL 
STATEMENT USERS 

Statement no. 154 also has consequences 
for financial statement users. Under Opin- 
ion no. 20, knowledgeable readers under- 
stood the difference between a change in 
principle and how it was accounted for and 
an error correction and how it was ac- 
counted for, principally by the location in 
the financial statements and through dis- 
closures. With both adjustments now made 
to equity, financial statement readers may 
be confused—that is, they may interpret a 
change in principle as an error correction 
and view the restatement negatively. 
Although the effect on the numbers and 
financial statements is the same, it will take 
time for financial statement users to un- 
derstand the difference between retrospec- 
tive applications for changes in principle 
and retroactive restatements for error cor- 
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rections. Initially, companies and their 
auditors may need to carefully explain in 
footnote disclosures the exact nature of the 
circumstances necessitating the change. 
Since the numbers and treatments for 
changes in principles and error corrections 
now will look much the same, except for the 
disclosures, there also is the potential that 
financial statement preparers may misapply 
Statement no. 154 by showing an error cor- 
rection as a change in principle. With both 
adjustments now going to retained earnings, 
preparers might try—intentionally or un- 
intentionally—to mask an error correction 
as a voluntary change in principle. Such mis- 
applications would mislead financial state- 
ment readers, since error corrections usual- 
ly raise concerns, while most readers view 
principle changes as a good thing. Prepar- 
ers and auditors should be familiar with the 
differences between changes in principle and 
error corrections. Auditors in particular need 
to understand the potential for misapplica- 
tions and carefully review the nature of the 
restatements and related disclosures. 


REPORTING CONSISTENCY 
In issuing Statement no. 154, FASB ap- 
pears to have rejected the APB’s concern 


that the retrospective application and 
restatement of previously issued financial 
statements might erode investor con- 
fidence in financial reporting. Instead, 
FASB seems more concerned about the 
consistency between accounting periods 
and the comparability of financial state- 
ments among different companies. FASB 
said the improved consistency and com- 
parability would enhance the usefulness of 
financial information by facilitating the 
analysis and understanding of more 
comparative accounting data. 
Consistency and comparability in 
cross-border financial reporting also were 
significant factors in FASB’s decision to 
change the reporting of accounting 
changes. FASB and the IASB identified 
accounting for changes under Opinion 
no. 20 as one area that could be improved 
and brought into agreement with inter- 
national standards. Statement no. 154 
brings U.S. standards into compliance 
with IAS 8, Accounting Policies, Changes in 
Estimates and Errors, and is a positive 
move toward the development of a single 
set of high-quality global accounting 
standards. ~ 
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Don’t Miss: 

Step-by-step approach to 
successfully understand, 
implement and execute the 
Balanced Scorecard 

° How to translate strategy into 
operational terms 

Review organizational and 
individual alignment methods 
to get your RO! 

e How to manage and execute 
strategy with data driven 
decisions 

e Small, intimate sessions that 
allow for hands-on training 
and in-depth discussions 





AIGPA conference 


March 14-15, 2007 


Reviews organizational and individual alignment methods, 
vertical alignment (cascading), horizontal alignment 
(between peer units), communicating the BSC across 

the organization, strategic job families, making strategy 
everyone's job and aligning rewards and incentive 
compensation. 


Recommended for key corporate players with knowledge 
of the Balanced Scorecard, responsible for cascading or 
aligning their organization’s units through the Balanced 
Scorecard, 


April 9-10, 2007 


This training seminar defines strategy management, 
leadership involvement in the change process, sustaining 
the BSC process over time, the new management meeting, 
reporting, the link between planning and budgeting with 
strategy, the process management link with strategy, 
establishing an Office of Strategy Management and 
building the career of the strategy manager. 


Recommended for executive management and BSC 
practitioners in maximizing the impact of the BSC as 
a change agent and strategy management tool across 
the enterprise. 
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Learn to better understand and 


evaluate control deficiencies. 


Understanding SAS No. 112 and Evaluating 
Control Deficiencies — Audit Risk Alert 


This Audit Risk Alert provides an overview of the requirements of SAS No. 112, Communicating Internal 
Control Related Matters Identified in an Audit, and how this SAS differs from SAS No. 60. Plus, this risk alert 


offers several case studies that highlight a particular control deficiency, including: 


e Lack of segregation of duties 
e Lack of client expertise in financial accounting and reporting 


Modifications of standard sales contracts are not reviewed to evaluate 
their effect on the timing and amount of revenue recognition 


Order your copy today or visit www.cpa2biz.com 


e Inventory-related control 
deficiencies 


for a complete list of audit risk alert resources! 





e Fraud involving cash 








¢ Control testing exceptions 


Paperback 
022536JA01 

AICPA Member: $29.00 
Nonmember: $36.25 


www.cpa2biz.com 
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Insurance protection 








Insurance plans available through the AICPA— 


Life for Individuals | Long Term Disability Income | Group Life for Firms | Group Variable Universal Life | Long Term Care | Medicare Supplement 


Excess Major Medical | Personal Liability Umbrella | Professional Liability | Employment Practices Liability | Automobile | Homeowners and Renters 
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The Prudential Insurance Company of America issues this Term Life Insurance and is authorized to conduct business in all states and the District of | 
details, including limitations and exclusions. Principal offices are 751 Broad Street, Newark, NJ 07102-3777, (973) 802-6000. The Plan Agent is Aon 
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s a financial professional, you know leaving your family prepared is an 
integral part of your family’s financial plan. One of the most important 
steps you can take to minimize the economic impact of your death is to 
purchase life insurance. But finding a plan that offers the coverage that you 
need at a price you can afford can be a daunting task. 


Lower rates with the options you want 

Coverage under the CPA Life Insurance Plan, issued by The Prudential 
Insurance Company of America, offers important benefits your family may 
need to take care of financial obligations if you die. And with competitive 
rates, you won't have to search high and low to find affordable insurance 
that works with your lifestyle. CPA Life offers the options you want at an 
affordable cost. 


Eligible members may request up to $2 million in term life coverage— 
money your loved ones can use to meet everyday living expenses, pay off 
your home or send a child to college. What’s more, if you’re approved for 
coverage and are between the ages 45-79, you'll automatically pay Select 
Status rates—25%-50% lower than standard rates. 


Other features to enhance your Plan 

CPA Life is offered as a benefit of membership in the AICPA. Along with 
insurance protection for yourself, you may also be interested in CPA Life’s 
optional features. These options can provide you with $10,000 in Dependent 
Child Coverage; Accidential Death and Dismemberment coverage, which 
doubles your benefit should you die by accident, or Waiver of Contribution 
During Disability, which eliminates having to worry about paying premiums 
should you become totally disabled before the age of 60. Find out more 
online at www.cpai.com/life. 


Other convenient features 

= Online enrollment at www.cpai.com/life 
= No invasive medical testing 

= Personalized, knowledgeable service 


Join over 180,000 of your fellow CPAs who have chosen CPA Life for their 
insurance needs. Visit www.cpai.com/life to learn more about the Plan or to 
apply online. 

Protecting your family’s future is a job you take very seriously. With coverage 
under the CPA Life Plan, it may just get a little easier. Call or click now to 
find out how we can help. 


olumbia, Guam; Puerto Rico and the United States Virgin Islands. Refer to the Booklet-Certificate for more 
surance Services, 159 £. County Line Rd., Hatboro, Pa. 19040-1218. Grp Contract Series 31300. AICPA 3987 








Can Enhance 


Membership 


Make sure you’re receiving all the benefits you’re entitled to as 
a member of the AICPA. There may be things you’re not getting 
because we don’t have the correct data. Taking a few minutes to 
fill out your Member Profile will provide us with the details we 
need to help maximize your membership. 


Filling out the profile will also enable us to understand exactly 
who you are, what you do and what you need. So when you 
receive a communication from the AIGPA, you'll know it is of 
value to you or your organization. No mail you don’t want, no e- 
mails you don’t need, just well-targeted communications that 
meet your needs. 


Visit www.aicpa.org and click on the “profile update” link to 
complete your Member Profile today*. 


“If you have not previously registered on our Web site, you will need your AICPA 
member number to complete your login. Problems? Call 1-888-777-7077. 








Your AICPA 


0403-326 
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referred stock—a class of 
ownership with priority 
over common stock—once 


was issued mainly by large 

é companies; now it has become more 
common in small to midsize pri- 

vately held companies as well. 

Clients may need valuation analysts 

such as CPA/ABVs to value preferred 


stock (also called preferred shares) 
Cr G. Cc: [ [ @ to assist with capitalization of a com- 


pany, bankruptcy reorganizations, 


business mergers or sales, exchang- 
[ O ( : ing preferred shares for debt or other 
types of equity securities, gift or 


estate tax planning, or many other 
reasons. Here’s some basic informa- 
tion about the proper methods for 
valuing preferred stock. 


Dividend yield, earnings and equity 
are key to the process. 


WHAT Is PREFERRED STOCK? 

by Scott E. Miller Preferred stock is an element of sharehold- 
er equity that has characteristics of both 
equity and debt. A preferred share carries ad- 
ditional rights above and beyond those 
ae Cat rg es conferred by common stock. Preferred 
Preferred shares pay a fixed quarterly dividend based on a stated par value. shareholders may have an advantage over 
If XYZ Corp. issues o preferred stock with a par value of $50 and paying a common stock shareholders in dissolution, 
quarterly 2% dividend, that’s a $1 dividend each quarter. bankruptcy or liquidation, for instance. Pre- 
ferred shares also generally have a dividend 
requirement, which makes them appear 
similar to debt. The dividend structure usu- 
ally has rights attached to it, such as whether 
the dividends are cumulative or whether the 
shares participate in enterprise earnings. The 
dividend rate may or may not be fixed or 
tied to some type of index that controls the 

movement of the rate, either up or down. 


Source: www.riskglossary.com/link/preferred stock.hitm 


EXISTING AUTHORITATIVE 
GUIDANCE 

Authoritative guidance for the valuation of 
preferred stock is somewhat limited. Rev- 
enue ruling 83-120, issued to enhance the 
guidance from revenue ruling 59-60, is the 
main source. Section 4.01 states the most 
important factors in determining the value 
of preferred stock are its yield and dividend 
coverage and the payment protection of its 
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liquidation preference. This guidance was created mainly for val- 
uations applicable to gift and estate planning purposes. 

The value of a share of preferred stock is derived from the 
following formula: 


Value of — _ 
preferred share 


Dividend (future income stream) 


Required dividend yield (required rate of return) 


The dividend is the easy part, as it is the stated rate; the required 
dividend yield takes more work to find. To determine the required 
dividend yield, the appraiser needs to perform an analysis similar 
to a market-based approach. Section 4.02 of revenue ruling 83- 
120 says, “The adequacy of the dividend rate should be determined 
by comparing its dividend rate with the dividend rate of high-grade 
publicly traded preferred stock.” If the subject security has a lower 
yield than the high-grade publicly traded preferred stock you com- 
pare it with in your analysis, the security would sell below par value 
in order to raise the effective yield, and vice versa. 

Section 4.02 goes on to say, “A publicly traded preferred stock 
for a company having similar business and similar assets with 
similar liquidation preferences, voting rights and other similar 
terms would be the ideal comparable for determining the yield 
required in arm’s length transactions for closely held stock.” 

The value of any investment is directly influenced by two sig- 
nificant factors: the amount of income or cash flow generated by 
the entity and the risk to a hypothetical willing buyer (not under 
a compulsion to buy and aware of all the relevant facts) who 
would purchase the shares (invest). The process of determining 
the value of preferred stock is not entirely different from com- 
mon stock, except the risk is assessed based on the individual 
characteristics of the preferred shares and their impact on the 
income or cash flow. 

Note: Appraisers who value a business having both common 
and preferred shares must value the preferred shares first, 
deducting that value from the total equity of the enterprise before 
valuing the common shares. 


EXECUTIVE. 


ll Preferred stock has charac- 
teristics of both equity and 
debt. Preferred shares generally 
have a dividend requirement that 
makes them appear similar to 


@ Preferred stock—a class of 
ownership with priority over 
- common stock—once was is- 
sued mainly by large companies 
but now is common in small to 


~ MCPAs should determine he 
required dividend yield by per- 


CHARACTERISTICS OF PREFERRED STOCK 
When comparing characteristics of preferred shares to charac- 
teristics of similar securities, look at the following: 

® Dividend rate. What amount of income is received peri- 
odically? 

@ Cumulative vs. noncumulative. Will dividends accrue if 
they are not paid on time, or is the dividend lost if the company 
is unable to, or decides not to, pay it? 

@ Participating vs. nonparticipating. Is there a right to 
participate in earnings or value over and above the stated rate? 

§ Liquidation preference. Will preferred shareholders receive 
a distribution upon liquidation before the common shareholders? 

@ Redeemable vs. nonredeemable. Do the preferred shares 
have a fixed term, and can they be bought back by the compa- 
ny at a specified price, time or interval? Redeemable shares may 
have a sinking fund, a cache into which the company pays over 
time to fund retiring them. The most important provisions 
regarding redemption are the call price and the length of time 
until the company will redeem the preferred shares. 

Voting vs. nonvoting. Do the preferred shares come with 
voting rights? Common stock lets holders participate in running 
the company; special classes of shares may not have such rights. 

@ Put options. Can a shareholder make the company repur- 
chase the shares for a fixed price (usually par value)? 

@ Convertible vs. nonconvertible. Can the shares be converted 
for common stock, or into some other stock or debt instrument? 

Each specific characteristic affects value based on the advan- 
tage or disadvantage associated with it. See exhibit 1, page 57, 
for more on how each characteristic affects value. 


PERFORM AN ANALYSIS 

Locating the information necessary to perform an analysis can be 
a challenge (see “Signed, Sealed, Delivered,” JofA, Nov.02, page 30). 
Besides the qualitative factors that influence a security’s rating, the 
industry outlook and economy also affect a company’s preferred 
stock income-stream risk. In addition, characteristics that affect value 


SUMMARY 








the sk toa nypametcal wi ing 
buyer aware of all relevant facts 
: The characteristics of the secur 
the differences between common | 
__ and preferred stock and the moti- 


forming an analysis similar to a 
market-based approach and com- — 
paring the preferred stock's divi- 


midsize privately held companies, 


too. CPA/ABVs may be engaged 
to value preferred stock (also 
called preferred shares) to assist 
with capitalization of a company, 
bankruptcy reorganizations, a 
business merger or sale, ex- 
changing preferred shares for 
debt or other types of equity 
securities, gift or estate tax plan- 
ning, or many other reasons. 





debt. The dividend structure usu- 
ally has rights attached to it, such 
as whether the shares participate 
in enterprise earnings. 

@ To value a business having 
both common and preferred 
shares, CPAs should value the 
preferred shares first and deduct 
that value from the entire equity 
of the entity. 
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dend rate with that of a publicly 


traded stock, it would sell below 
par value in order to raise the ef- 


fective yield; if it has a higher yield, _ 


it would sell above par value. — 
§§ The value of any investment 
is influenced by two significant 


factors: the amount of income or 
cash flow the entity generates and 


a vations of investors in each type of | 
traded stock. If the preferred stock - 
has a lower yield than the publicly 
"Scott E Miller CPA, CVA, was 


security oS a in the appr 4isal, 









formerly the president of Forensic o 


_ Analytics in Portland, Ore. Mr. Miller. 
_served on the AICPA Task Force for - 
Establishing Standards for Litigation — 

__ and participated on several ethics 


committees. He currently resides | in 


Virginia Beach, Va. His e-mail 


aor is s gmvb@cox.net. a 
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or risk do not all carry the same weight. 
The factors that affect value the most are 
@ Whether the dividend yield is above 
or below market. 
@ Whether the company can pay its 
dividend from earnings. 
@ Whether there is sufficient equity to 
fully pay preferred shareholders at liqui- 
dation. 


liquidation-coverage ratio provides a meas- 
ure for the amount of net assets available to 
common and preferred shareholders after 
the payment of all debts. The debt-to-equity 
ratio is useful in analyzing the amount of 
financial risk in its capital structure; the 
lower the ratio, the less debt and the health- 
ier the company. 

The return-on-equity ratio is useful in 


measuring the operational performance of 
an entity. A higher ratio generally reflects a 
better run and more profitable enterprise. 
Under some circumstances this ratio may 
yield misleading results, however, so use it 
only in conjunction with other analyses. For 
example, the pretax-return-on-total-capi- 
talization ratio can be a useful measure of 
profitability; the higher the ratio, the greater » 


Exhibit 2, page 57, illustrates how to 
determine whether the yield is above or 
below market. The ratios shown include 
the fixed-charge ratio, interest-coverage 
ratio, liquidation-coverage ratio, debt-to- 
equity ratio, the return on equity and the 
pretax return on total capitalization. 


How Each Characteristic 


May Affect the Value - 








Convertible onconvertible - 





e vs. nonconvertible 











_ Converti 


Exhibit 3, page 58, offers formulas for ~ Cumulative or noncumulative Cumulative Noncumulative 
calculating those ratios. Fixed dividend rate Rate = Mkt Rate < Mkt 
Adjustable dividend rate Usually No 

INTERPRET THE RESULTS _ Liquidation preference Yes No 
The fixed-charge ratio is used to assess the [Participating vs. nonparticipating _ Participating Nonparticipating 
risk that the dividend will no longer be ?P 

ut option Yes No 
viable; the higher the ratio, the better the 3 - : 

pts ca _ Redeemable vs. nonredeemable Call price high ~—_Caall price low 

company’s financial condition and the 
\ he risk. The j ti and/or callable —_ and/or callable 
Ower the risk. e interest-coverage ratlo long term soon 


is useful in evaluating the ability of the 
company to generate sufficient profits over 
and above its interest requirements. The 



















_ Voting vs. nonvoting Voting _ Nonvoting | 

















15 4.08 47 950° 080 117 68K 


Subject 75 75 
AA- 1 1 8.5 8.5 8.5 8.5 2.53 5.5 7.00 0.31 7.1% 5.4% 
A+ 2 2 79 8.4 8.2 8.2 3.38 5.4 13.00 0.34 7.2% 5.4% 
oA 8 11 6.2 9.5 8.3 8.3 2.00 3.4 4.13 0.91 12.1% 6.3% 
A 12 13 5.6 8.9 7.8 8.0 1.93 3.1 7.00 0.64 7.1% 4.3% 
BBB+ 17 19 6.6 9.5 8.4 8.4 1.95 207 5.80 1.10 12.1% 5.7% 
BBB 9 9 8.1 1122 9.1 8.6 1.21 1.6 5.40 1.30 10.0% 4.4% 
BBB- 12 16 6.1 10.1 8.7 8.6 1.20 241 3.00 TZ 10.0% 4.6% 
BB+ 16 18 O6- 10:7 8.8 9.2 1.04 1.8 5.00 1.00 5.3% 2.7% 
BB 6 6 8.6 9.5 9,2 9.4 0.72 12 2.22 1.80 9.5% 3.4% 
B+ 1 2 9.6 2410.0 10.1 10.1 0.56 1.0 3.33 1.05 5.0% 2.4% 
B 2 2 13.4 146 14.0 14.0 0.56 0.9 5.00 0.80 5.0% 2.8% 
NR 34 35 08 418.7 9.7 9.4 0.90 1.3 5.67 1.06 6.8% 3.3% 


- Portions Adapted from Exhibits 24-5 and 24-6 in “Valuing a Business,” 4th Edition 
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: Earnings before interest and taxes ( 


. Interest+[(preferred dividends) + 1—(effective tax rate)] 


| Eamings before interest and taxes 
_ Annual interest expense 


(Market value of assets) — (Market value of liabilities 


Liquidation value of preferred stock 


Earnings before interest and taxes 
Total equity 

| Earnings before interest and taxes 
Total debt + total equity 






L Chareteritic ABC Co. 
Dividend yield 7.5% 

















Cumulative Yes 


Fixed rate Yes 
~ Convertible No 
- Redeemable Yes 
_ Put option Yes 
| Voting No 
| Liquidation preference Yes 


Participating No 
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Similar 
9.2% 


Yes 
Yes 
No 
Yes 
No 
Yes 
No 


No 








Better a worse? 
Worse 
No difference 
No difference 
No difference 
No difference 
Somewhat better 
Worse 
Somewhat better 


No difference 


the ability to pay the preferred dividend. 

Other factors to consider when evalu- 
ating preferred stock include 

@ Whether the dividends are cumulative. 

@ Whether the shares participate in 
additional earnings or equity. 

@ Whether particular covenants exist 
that might reduce the marketability of the 
shares. 

@ Whether there is a put option. 

@ What redemption privileges exist (for 
example, high call prices and more time 
until it can be called increase the value). 

@ Whether the shares have voting rights. 

Exhibit 4, page 58, shows a model of 
how to summarize those factors. 

Also look at the same types of factors 
you would use when determining 
company-specific risk factors for building 
a capitalization or discount rate. Gerald 
Martin and E. Halsey Sandford listed six 
additional factors in their March 1991 
Business Valuation Review article “Valuation 
of Preferred Stock.” They are 

@ The competitive environment in the 
industry. 

M The depth and competence of 
company management. 

M@ Proposed federal regulation of the 
business. 

Mi The rights of lenders and other share- 
holders to influence the dividend policy. 

M@ Trends in and diversification of 
supply sources. 

M Trends in diversification of revenue 
sources. 

To apply those factors, Martin and Sand- 
ford say, “Select an appropriate yield that re- 
flects not only public market conditions at 
the valuation date (‘systematic risk’), but also 
the prospects of the company at the time 
(‘fundamental risk’ of success or failure).” 
That is, look at all factors that could affect 
the risk associated with the preferred stock. 


DISCOUNTS AND PREMIUMS 

The final step is to determine whether any 
discounts or premiums apply to the pre- 
ferred securities being valued. Normally, 
discounts and premiums that might apply 
to common shares do not apply to pre- 
ferred shares or are taken into account 
when comparing the subject shares to 
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similar securities, as shown in exhibits 
1 through 4. The reason for this is the 
factors normally associated with discounts 
or premiums on common stock are more 
closely linked to the “total” returns gener- 
ated from the security (that is, appreciation 
and income) while returns on preferred 
shares are generated mostly from the in- 
come returns, as they are more like debt 
securities than equity securities. Before 
applying any such discount or premium, 
the appraiser should consider these as well 
as any other differences. 

If the appraiser believes a discount or 
premium is necessary, either increase 
the appropriate yield to apply to the 
preferred stock’s dividends or take a 
discount from the value determined by 
applying a yield unadjusted for market- 
ability considerations. 


PRODUCTS, SCOPE, SKILLS 
When valuing preferred stock, CPA/ABVs 
should keep in mind that the character- 


istics of the security, the differences 
between common and preferred stock and 
the motivations of investors in each type 
of security are key. They should become 
familiar with revenue ruling 83-120 as an 
important first step, and identify the 
characteristics of the subject shares and 
compare them with those of similar high- 
quality publicly traded securities. After 
careful analysis and examination, CPAs 
should use their best judgment to 
determine the yield an investor would 
require to consider purchasing the subject 
shares and adjust the value of the subject 
preferred shares based upon that required 
yield. 

Valuation of preferred stock was once 
an esoteric art, but the world of business 
finance has changed. Having the knowl- 
edge to perform a preferred stock valua- 
tion can increase a CPA/ABV’s scope to 
accept engagements he or she would at 
one time have found much harder to 
perform. % 
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Business Valuation. aod Forensic and © 
Litigation Services Community, 
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m Business Valuation Review, a i pabioateane “ 


of the American Society of Appia 

www. bvappraisers. org. 
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a | Valuing a Business, 4th Edition, by 

Shannon P. Pratt, Robert F. Reilly and. 
oer P. Schweihs, MeN 2000. 




























Payroll hassles? No problem. 
I've got the "Direct Effect." 


Meet Joe, a small business owner. 
Joe is everybody’s hero now that he 
offers Direct Deposit to his employees. 


Paychecks, bonuses, reimbursements 
and even commissions can be paid 

using Direct Deposit. Direct Deposit saves 
the company money that used to go to 
paper, postage and security costs. 

And it was so easy! 


Whether you're a two-person start-up or 
the fastest growing fish in the pond, 
Direct Deposit saves you money on every 
check. Go get the "Direct Effect" for your 
business — today. 


February 2007 
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TECHNOLOGY 


n the nearly three decades that CPAs have 
embraced the computer—replacing their 


yellow columnar pads, pencils and type-— 


writers—they have become more effective 
and sophisticated at controlling and analyzing cor- 
porate finances. But rather than simplifying their 
work, the intrinsically complicated computer often 
has made it more challenging. This article’s goal 
is to focus on the latest technology that enhances 
CPAs’ ability to do their professional tasks with- 
out adding more complexity, 














STRATEGY 

@ Power to the core. If you're in the market for a new computer, 
pass on any product (no matter how inexpensive) that 
doesn’t have a dual-core processor—and that 
includes laptops. 

How important is the processor? It’s the 
brains of a computer; it does the calculations, 
Cait controls access to all data and directs the new and 

em § edited data to be stored on the hard drive. The 
Dual-core. dual-core design, as the name implies, contains 
eteMiitelesim wo processors, linked in one package and able 
to communicate with each other. Thus they can 
operate in true multitasking mode at speeds exceeding single-core 
processors. And because they run at lower power levels, batteries 
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last longer and computers run cooler and more efficiently. 

If youre not planning to buy a new computer, consider 
replacing your old processor with this new design. Check with 
the model manufacturer or a computer repair shop to see whether 
you can switch your old processor for the new design. 


@ Smart patch practice. Like it or not, Microsoft probably will 
continue marching in the patch parade—issuing those frequent 
updates to fix big and small bugs in an effort to protect Windows 
against hacking vulnerabilities. Although most patches are 
necessary, they’re not without occasional problems that can dis- 
able an application or make your computer act cockeyed. As a 
result, some users, distrustful of the patches, disable Windows’ 
Automatic Update, a feature that alerts you when Microsoft 
sends a patch via the Internet. That’s a mistake. A better course 
of action is to make an adjustment in the Automatic Update tool 
that allows your computer to automatically download the up- 
date, but gives you control of whether to actually install it. 

To activate that command, click on Start, Control Panel, and 
if you don’t see System, click Automatic Updates. If you do see 
System, click it first and : : 
then Automatic Up- 
dates (see screenshot at 
right). Select Down- 
load updates for me, 
but let me choose 
when to install them. 

Then, when Mi- 
crosoft sends you a 
message, via the Inter- 
net, to install the patch, : 
select Custom Install (Advanced). That will evoke a brief de- 
scription of the patch plus its Microsoft Knowledge Base number, 
which you can then access at Microsoft's Windows Update Web 
site (www.microsoft.com) to see whether there are any installa- 
tion problems. If you decide to proceed, you must take one more 
step: Go back to Start, Control Panel, System, and then click on 
Automatic Updates and create a restore point, which lets you 
revert to an earlier healthy configuration just before you launched 
the patch. 

To remove a troublesome patch while you’re in the Control 
Panel, go to Add or Remove Programs. Before removing the 
patch, be sure to place a check at the Show Updates box. 
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While all this is a drag, it’s a worthwhile safety step. 


& Ink-jet vs. laser printers. Cost-conscious CPAs often opt for 
lower-price ink-jet printers over more costly laser models. 
But while the initial price of ink-jets is cheaper, their lifetime 


cost far exceeds that of lasers because their expensive ink 
cartridges need to be replaced more frequently. Also important: 
Lasers print much faster. 

However, if your rationale for choosing ink-jets is brilliant 
color, you've got a point. Their color reproductions are better than 
color lasers, though the quality gap has gotten much narrower. 
Also, laser prices have been dropping; they start as low as $300 
now. So before making a decision, take a trial run with a color 
laser and see whether it meets your needs. Still, if color is only 
an occasional need, and you plan to print very few pages, a less- 
than-$100 ink-jet printer makes economic sense. 


& Kinder keyboards. \f excessive keyboarding is giving you hand 
or arm pain, look into ergonomic keyboards. If you're already 
experiencing pain, they are effective for relief; they also are 
effective in avoiding the problem. If you’ve been resisting getting 
a “split” keyboard because it’s hard to get used to, consider a 
slightly curved keyboard, such as the Microsoft Comfort Curve 
Keyboard 2000. It’s easier to use and provides relief. 


g@ E-mail extra. No matter how much you love your e-mail 
service, consider adding Google’s Gmail. The price is right—it’s 
free. You can access Gmail from any Internet connection. It 
provides 2,770 gigabytes of free storage space. 

luse Gmail in two ways: I send myself files 1 want to back up 
or be able to access from any computer when I’m traveling. As 
if that’s not enough, Gmail contains an ever-growing selection of 
nifty features, from an automatic notifier that you received an 
e-mail to filters and a chat service. 


"> 2006 Finance - Stanley Zarown 
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® Cool it. Computers don’t like it hot. The warmer they get, the 
slower they run and the faster they break down. That's why all com- 
puters contain little fans designed to circulate the air around the hot 
electronic components. Over time, as the fans wear out, they get 
noisier and slower. If your computer is several years old or if the fan 
sounds like more than a soft hum, consider replacing the fan. 

Prices start around $10—a small investment for a big bene- 
fit. The replacement is a do-it-yourself job requiring a small 
screwdriver. Check with a computer shop for the right design to 
fit your computer. 

And while you’re at it, take a peek inside the computer. You'd 
be surprised how much dust accumulates, thwarting cooler air 
circulation. Invest in a portable, handheld vacuum cleaner with 
a long, narrow attachment that can clean both your keyboard and 
the innards of your computer. You can buy one at any office sup- 
ply or computer shop for about $10. > 
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HARDWARE 

@ Shopping guide for multifunction printers. One of the neatest 
products for any office is an AJO—an all-in-one printer, copier, 
scanner and fax machine. They're cheap (prices start around 
$100) and while they’re not designed for very high-volume op- 
eration, they can serve a small office excellently. Here’s what you 
should know if yow’re in the market for one: 

Printing. If you anticipate using it sparingly, then a color ink- 
jet is the way to go. That way, even though per-sheet printing is 
much higher than that of a laser model, you get the extra ad- 
vantage of color. If higher volume is expected, stick to lasers, 
which are not only cheaper to operate but print faster and sharper. 

Scanning. Make sure that, in addition to copying and faxing, 
the unit can scan to your PC. 

Works alone. You don’t want an AIO that needs your PC to make 
copies; you want one that works alone—just like a fax machine. 

PC fax. You want to be able to fax from your PC. Otherwise 
you will have to print a document and then fax it—a time-waster. 

E-mails. The AIO should be able to scan a document, create 
an e-mail and then attach the document for sending. 


@ Printing plus. The Brother MFC-8860DN is the perfect AIO 
tool for a small office that is satisfied with only monochrome 
(black) printing. It’s a laser that not only prints fast but also on 
both sides of a page in one sweep (duplex). It also can copy, fax 
both sides of a page over a network and scan a document to your 
PC or to e-mail. And if that’s not enough, it has a 50-page auto- 
matic document feeder. 


@ Go for color. If you want a fast color printer, consider the Dell 
3100cn. It spews out text at more than 19 pages a minute and 
color graphics at 6 pages a minute. Also handy are its two paper 
trays (the second one for letterheads). It’s network capable. 


@ Digital space-savers. Digital pack rats are delighted because 
hard drives are getting faster, smaller and less expensive while 
their capacity to store data is growing. The technology behind 
these improvements is called perpendicular magnetic recording 
(PMR)—a revolutionary way to orient the data-bearing magnet- 
ized particles on the surface of the hard disk. 

Two memory products with PMR are worth considering: an 


external drive (linked to a computer by a USB cable) and a con-- 


ventional internal device to supplement or replace your current 
hard disk. 

Many tech-savvy CPAs have discovered that portable hard 
drives are the way to go when they are on the go. Use them to 
supplement limited storage space computers and for fast, easy- 
to-perform backups. The Seagate ST9160821U2-RK, a 160-gi- 
gabyte hard drive, packs all those data in a pocketbook-size case 
that weighs just three-quarters of a pound. 

The Seagate Barracuda 7200.10, designed to replace internal 
hard drives, uses PMR technology to store up to 750 gigabytes 


at impressively fast speeds. Its high-capacity storage comes at an 
economical price ($349)—almost half the per-gigabyte cost of 
conventional drives. 








@ Mouse on the go. Over the years 
the ubiquitous mouse has mor- 
phed from a clumsy, wired , 
clamshell-shaped device toa # 
streamlined wireless compo- 
nent that effortlessly glides 
you through the most complex computer functions. 
But despite its superior technological evolution, even the best 
mouse is quite useless when it’s on your desk back in the office 
and you're just about to make a PowerPoint presentation in 
Indianapolis. So you sidle up to your laptop and slip out of its 
PCMCIA slot the MoGo Mouse, a wireless mouse (above) no thick- 
er than a few business cards that stores (and recharges) in the 
laptop (so it’s always handy) and is optical (so it slides smoothly 
and never experiences tracking problems). When it’s in use, a con- 
cealed “kickstand” elevates the mouse for a natural position under 
the hand. Price: $69.95. (www.newtonperipherals.com) 


PROJECTORS 

@ Bright, light and skinny. Every ounce and 
inch counts when you have to pack your elec- 
tronic gear to make an out-of-town business 
presentation. Casio’s XJ-S35 projector (right) 
weighs just 3.9 pounds and measures 1.7 inches 
thick by 10.6 inches wide and 7.8 inches long, 
which means you can tuck it neatly alongside 
your computer carrying case. At $1,699 it 
contains all the bells and whistles you're likely 
to need. It handles PowerPoint slides, digital 
photos and DVD movies, comes with a USB 
input for PC-less presentations and an optional 
adapter is available for making completely 
wireless presentations. 





If economy is a more important 
consideration, consider the Dell 
2400M (left), which sells for 
about $1,099. Be aware that 
although its image pro- 
jecting is excellent, its 
sound effects are limited by 
low-wattage speakers. 









SCANNERS 
@ Scanners for all occasions. Every office needs a scanner— 
to make copies of paper documents and to transform text and 
graphics on paper into electronic format for easy filing and 
storage. 

Scanners fall into two basic categories: the desktop and the 
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portable. One versatile desktop model is the HP Scanjet 7800 
(right). It does duplex copying on one pass and is 

bundled with a variety of powerful opti- 
cal-character reading (OCR) and docu- 
ment-management software. It even has 
software that digitally improves hard-to- 
scan originals, such as documents 
marked with highlighters. 

A portable scanner is a must for 
CPAs who travel, and the Plustek 
OpticSlim M12 Corporate (below) is a good choice. Although it 
lacks amenities such as an automatic document feeder (you feed 
it manually and print the other side 
by turning the document over) and 
it’s not very speedy, it is lightweight 
(a mite over half a pound) and gets 





SOFTWARE 


its electric power via a USB plug to 
your laptop. 

@ Virus swatter. When it comes to viruses, worms, 

assorted spyware and all those other unfriendly bugs 4 
that try to invade our computers, you must have guar- & 
anteed first-rate protection. Although not widely known, one 
powerful antivirus product is Kaspersky Anti-Virus software 
(http://usa.kaspersky.com). It provides effective protection with 
relatively little intrusion on your computer's speed. 


@ QuickBooks vs. Peachtree. At any CPA gathering you're sure 
to hear a clutch of accountants debating which small-business 
accounting program is better—QuickBooks or Peachtree. If you 
listen carefully, you're likely to discover the judgments are more 
pronouncements of personal taste, not the intrinsic value of the 
software. One CPA likes one unique function of QuickBooks, 
while another likes a different unique function of Peachtree. 


QuickBooks’ 


The bottom line: It’s not wise to fully rely on the judgment of 
others, no matter how knowledgeable they are. The only way to 
make a valid decision on which product is best for you or your 
small-business clients is to invest the time to test each one, running 
the kind of data you expect to use if you acquire the product. 





= Computer health. The older a computer, the more likely it has 
loads of junk on its hard drive—old temporary files, abandoned 
software applications, unused applications cluttering up the start- 
up menu, broken shortcuts and bits and pieces of files scattered 
helter-skelter across the hard disk. The net result of all that junk: 
Your once-snappy computer slows to a crawl—start-ups take 
forever, file openings advance at a crawl and the machine even 
struggles to prepare itself for a shutdown when you turn it off. 





Some high-tech people periodically back up their data and 
completely reformat their hard disk, wiping off everything and 
returning it to its virgin state. Then they reinstall the operating 
system and all the applications and 
data. Although starting from scratch is 
very effective, it’s not always practical. 
The alternative solution is to periodi- 
cally run software utilities, of which 
there are more than a dozen on the 
market, that are designed to clean up 
and fine-tune computers. One product 
to consider is Iolo Technologies’ Sys- 
tem Mechanic 6. (www.iolo.com). 

What makes System Mechanic useful is that it performs not 
only a wide range of repairs and cleanups, but it also kills spyware 





_ and accelerates start-ups, shutdowns and Internet connections. 


It continuously monitors your computer and alerts you to prob- 
lems with blinking icons in the toolbar. It even automatically 
updates itself with new spyware-software (as often as daily) and 
adds improvements in the System Mechanic engine itself. 


CELL PHONE TPS 
@ Cell phone smarts. Having trouble reading 
your phone’s fine print? The Phone Monocle 
(www.thephonemonocle.com) slips over the face 
of the phone and enlarges the image. 
& Get information. If you're traveling and resent 
paying $1.25 for the 411 operator to locate an out- 
of-town phone number, consider these options: 
¢ Dial 800-FREE-411, a toll-free information 
service. The only cost is the time spent listening to a 10-second 
advertisement. 
* If your phone can browse the Web, go to www.go2.com. 
In addition to locating phone numbers for free, it provides driving 
directions. 
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As you can see, there are many opportunities to make your 
computer not just a more potent tool, but one that is easier to 
operate. Connect it with the right supplemental equipment, like 
printers and scanners, and invest in utility tools that keep it clean, 
safe and fine-tuned, and you'll find your work goes easier and 
faster. ~ 


Stanley Zarowin is a contributing editor of the Journal of Accountancy. His 
views as expressed in this article do not necessarily reflect the views of the 
AICPA or the Journal of Accountancy. The JofA does not endorse or 
recommend any products. Mr. Zarowin can be reached at 
stanley.joatech@gmail.com. 
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=*he Roth 401(k) is here to 
stay, now that Congress 
has authorized the em- 
ployee retirement savings 
la past a 2010 sunset provision. 
In 2006, the first year it was avail- 
able, relatively few companies of- 
fered a Roth. Now more employers 
are adding it to workers’ array of 
strategies for retirement planning 
(see “Roths on the Rise,” page 65). 
But the Roth plan may bewilder 
some employees trying to rate its 
savings power against traditional 
401(k)s and other options. Fortu- 
nately, CPAs can help sort out the 
myriad tax and other implications 
that can scare people away from 
even getting started socking away a 
reserve. 





The phobia is real: Nearly one-third of 
American workers don’t take advantage of 
opportunities for retirement savings, the 
Employee Benefit Research Institute 
found in its 2006 Retirement Confidence 
Survey. And they haven't given the matter 
much thought, either. A 2003 survey 
found more than half had spent fewer than 
four hours a year on retirement planning. 
Here’s how CPA personal financial advis- 
ers can help take some of the mystery out 
of retirement savings choices by helping 
clients decide between a Roth and a 
traditional 401(k). 

To determine which is better, advise 
clients to consider their tax bracket now 
and as they expect it to be at retirement, 
as well as their current income and max- 
imum annual contributions. Traditional 
401(k) plans are funded with pretax 
dollars, which grow tax-free until with- 
drawn. Roth 401(k)s, whose earnings are 
tax-exempt, are funded with after-tax 
dollars. 

The Roth 401(k) also differs from the 
earlier Roth IRA. Participation in Roth 
401(k) plans is not limited by the income 
rules applicable to Roth IRAs, under 
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proposed rules applicable at least until 2009. Also, maximum 
allowed contributions to a Roth 401(k) are higher than for a Roth 
IRA. In 2007 the limit for a Roth or traditional 401(k) in most 
cases is $15,500 ($20,500 for age 50 or older), as opposed to 
$4,000 for a Roth IRA ($5,000 if 50 or older). 


TAXES IN RETIREMENT ARE KEY 
Let’s take the example of a young couple, Kurt and Erica, who 
are both 30 and plan to retire at age 60. They recently switched 
from defined benefit to defined contribution plans that offer a 
traditional 401(k) and a Roth 401(k) savings plan as options. 
Erica and Kurt have chosen to invest $6,000 each in pretax 
accounts, based on their combined annual earned income of 
$145,000. In addition, 
@ For both Roth and traditional plans, Kurt and Erica’s em- 


ployers match half of the first $3,000 in employee contributions. . 


Matching contributions, however, can be made only to a pretax 
account. 

@ They expect to be in the 28% tax bracket until they retire. 

@ Their investments yield a 5% return. 

Kurt and Erica’s CPA can project their after-tax wealth for three 
investment scenarios using three possible tax rates after retire- 
ment (see exhibit 1, page 66). The scenarios show, generally, the 
Roth option offers higher returns to workers who expect their 
tax rate in retirement to remain at least as high as while they were 
working. 

Scenario 1. Kurt and Erica each contribute $6,000 (total 
$12,000 pretax) to traditional 401(k) plans. Each employer 
makes a $1,500 matching contribution (total $3,000 pretax). 

Scenario 2. Kurt and Erica each contribute $3,000 (total 
$6,000 pretax) to traditional 401(k) plans and $3,000 in Roth 
401(k) plans. Each employer makes a $1,500 matching contri- 
bution (total $3,000 pretax) to a traditional 401(k) plan. Their 
total after-tax Roth investment—again, at a 28% tax rate—is 
$4,320 [$3,000 (1 — .28) X 2]. 





Scenario 3. Kurt and Erica each contribute $6,000 to a Roth 
401(k) plan offered by their employers. Their total after-tax in- 
vestment in Roth 401(k) plans is $8,640 [$6,000 (1 —.28) X 2]. 
Each employer makes a $1,500 matching contribution (total 
$3,000) to a pretax account. > 


Roths on the Rise 


- The Roth 401 () plan lagged out of the ‘starting gate but now is likely 
to find favor with employers and workers, analysts say. 
Adoption rates for the plan were in the low single digits in most of 
2006, as companies took a wait-and-see stance toward the Roth 
during its first year (see From The Tax Adviser, “Starting in 2006; Roth 
- 401(k)s” JofA, Dec.05, page 91). The primary reason: Its long-term 
future hung in limbo, with authorization set to expire after 2010, 
according to human resource services provider Hewitt Associates, 
All that changed when Congress enacted the Pension Protection _ 
Act in August 2006. The Roth 401 (k) became permanent, and many 
| more plans will begin in 2007, says. Pamela. Rare. ‘senior retirement 
consultant at Hewitt Associates. 
In 2006, about 5% of companies offered employes a Roth 401 (k) is 
option, according to a Hewitt survey. But Hess thinks those numbers 
“could jump up to 10%, 15%, even 20% over the next year or so” _ 
_ More employees will enroll if they're given clear guidelines and can 
_ model the future value of their contributions with tools such as online. : 
calculators, she says. And advisers outside the workplace can play a 
role. “As individuals meet with their financial planners or accountants, A 
they're getting guidance that these Roths are helpful, the more the — 
better,’ she says. 
Early data suggest that young, repent hired workers are more 
likely than senior colleagues to start Roth 401 (k) plans. Hewitt shied 
data from 61,000. employees i in three companies that were among the _ 
first to offer Roth 401 (k) plans. Participation rates were inversely 
proportional to age, in line with the prevailing view that a Roth can best 
| benefit workers who expect to be in an equal or higher tax rate when 
they retire and have many years ahead of them to compound a Roth's 
| tax-free. earnings. All three companies studied were financial or 
professional service businesses, which likely contained more invest- 
ment savy oe than the average enterprise, Hess noted. 


ee Paul Bonner is a senior editor of the JofA. Mr. Bonner i is an : 
employee of the AICPA, and his views, as expressed in this article, — 

| do not necessarily reflect the views of the Institute. Official positions 
are determined through certain specific committee eS due 

_ process and deliberation. 


EXECUTIVE SUMMARY 


ll Companies took a wait-and- 
see attitude toward the Roth 
401 (k) in the plan’s first year, but 
researchers say 2007 is nearly 
certain to see rapid growth in 
participation by companies and 
enrollment by employees. 

l@ CPAs can help workers de- 
cide between a traditional and a 
Roth 401 (k) plan by guiding 
them in assessing savings habits 


and expectations for retirement. — 


In general, workers who expect 
_to be in a higher tax bracket at 
retirement than when they were 
working stand to benefit most 
from a Roth 401 (k). 


®@ Traditional 401(k) plans are 


funded with pretax dollars, which, 
_ along with earnings, are taxed at 


withdrawal. Roth 401 (k) contri- 
butions are taxed, but earnings 
grow tax-exempt. Roth 401 (k)s 
allow higher income and contri- 
bution limits than Roth IRAs. 

@ Workers investing for retire- 
ment also can benefit from bal- 
ancing allocations between 
stocks and bonds, depending on 
their investment strategy and risk 
tolerance. Short-term investors 
need to consider the effects of 
taxes at ordinary income rates. 


lB Depending on their ordinary 
tax rate, those who tend to turn 
over investments in less than a 
year in a non-Roth account can 
more profitably hold stocks in pre- 
tax accounts and bonds in taxable 
accounts. But for those who leave 
their investments in place for more 
than a year, taking advantage of 
generally lower capital gains tax 
rates, the opposite holds true. 

& Balancing investments for 
volatility and risk often is the 
subject of complex allocation 
guidelines, but many profession- 
als say dividing funds among five 
classes of assets—money market, 


bonds, growth stocks, small-cap 
stocks and international stocks— 
can provide comparable returns 
and risk protection. 


Delton L. Chesser, CPA, PhD, is a 
professor emeritus at Baylor Univer- 
sity in Waco, Texas. His e-mail 
address is Del_Chesser@baylor.edu. 
Charles E. Davis, CPA, PhD, is 
department chair and professor 

of accounting at Baylor University. 
His e-mail address is 
Charles_Davis@baylor.edu. Timothy 
S. Thomasson, CPA, is president of 
Tim Thomasson and Shannon 
Thomasson PC, Waco. His e-mail 
address is tthomasson@hot.rr.com. 
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itional 401(k) 


Before withdrawal 





The amount of accumulated after-tax 
wealth available to the couple at retirement 
depends upon their tax rate in retirement 
and the tax efficiency of each scenario 
above. If their tax rate remains 28% after re- 
tirement, all three scenarios will provide the 
same accumulated after-tax wealth. But if 
their tax rate drops to 15% at retirement, 
the couple will accumulate the most after- 
tax wealth ($847,095) using scenario 1, the 
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$743,451 





$773,348 $773,348. 
$717,540 


traditional 401(k) option. Conversely, if 
their rate at retirement increases to 33%, 
then scenario 3, the Roth 401(k) option, of 
fers the greatest accumulation ($707,574). 

Kurt and Erica should consult with their 
CPA to monitor closely any movement of 
income tax rates and their investments’ 
rates of return. The important thing is for 
them to start a retirement plan now (see 
“Starting Out on the Right Foot,” at right). 
Here’s an illustration of the power of com- 
pounding earnings over time: If they wait 
until age 40 and contribute $5,000 a year 
for 25 years at a 6% rate of return, they will 
accumulate $290,782 by age 65. But if they 
start at age 30, they could invest $5,000 a 
year for just 10 years, then contribute noth- 
ing for the remaining 25 years until age 65, 
and still accumulate more ($299,830) than 
if they had started later. 


A QUESTION OF BALANCE 

Another choice the couple may face is bal- 
ancing return and risk in their portfolio. 
They need to know which securities they 
should hold for the long term—thus mak- 
ing them eligible for favorable capital gains 
tax rates—and which for the short term. 
Specifically, their CPA should advise how 
long and in which type of account to hold 
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stocks, with their higher gains, as opposed 
to lower-return but more stable bonds. 
Kurt and Erica are moderately aggres- 
sive investors. They split their investments 
evenly between stocks and bonds, and 
they rebalance annually to maintain a 
relatively constant level of risk. Two com- 
parison portfolios show if they turn over 
the investments within a year—which 
would mean ordinary income tax rates 
apply—they will receive a higher rate of 
return by having stocks in a tax-preferred 
account and bonds in a taxable account 
(see exhibit 2, below). If, on the other 
hand, they leave the securities in place for 
more than a year, taking advantage of 
long-term capital gains rates, the opposite 
is true. For the purpose of this example, 
we'll assume stocks appreciate 6% a year 
and pee 2% in dividends, for a pretax re- 
turn of 8%, while bonds return 5%. 
Except for qualified dividends, short- 
term investors are taxed at their normal 


income tax rate for all income and gains. 
Since stocks provide the greater rate of 
return in this example, they yield greater tax 
savings and more wealth when invested in 
a tax-preferred account. In contrast, long- 
term investors accumulate more wealth 
when they invest bonds in a tax-preferred 
account. Kurt and Erica also should peri- 
odically rebalance their investments to pro- 
tect against volatility and risk. Many pro- 
fessionals believe dividing funds among five 
asset classes—money market, bonds, 
growth stocks, small-cap stocks and inter- 
national stocks—provides a rate of return 
and risk protection comparable to more 
complex allocations (see exhibit 3, below). 


A WELL-EQUIPPED TOOLBOX 

A Roth 401(k) gives workers another 
option in retirement savings plans. But to 
assess its benefits, CPAs must consider 
clients’ goals and resources up to and into 
retirement. Increasingly, CPAs will be 


folio 1 Stocks in ores acco 


Bonds in taxable a ounts 
After-tax rates of return 





called on to advise clients on the wisdom 
of paying taxes on their retirement fund 
now vs. later. Alternately, CPAs can show 
clients the wisdom of letting long-term 
capital gains rates work for them, espe- 
cially with aggressive-growth assets, while 
keeping lower-yield securities in a tradi- 
tional 401(k) or other pretax account. As 
with a physical structure, helping clients 
build their financial future is easy, as long 
as they're given the right tools and shown 
how to use them. ~ 


ea eee Oe 
AICPA RESOURCES 


AICPA PFP Center and PFS Credential _ 
The AICPA Personal Financial Planning — 
(PFP) Center provides a range of valuable F} 
resources that CPAs need for professional — 
and ethical financial planning. The center 
also contains information about the AICPA — 
Personal Financial Specialist (PFS) creden- 
tial and PFP section membership. For more | 
information go to http://pfp. aicpa. org. 


Article — ; 

“Roth 401 (k) Distributions” 

www.cpa2biz. com/Wealth+Management/ 
Roth+401 k+Distributions. htm. 


CPExpress: 

2006 Quarterly fisdaecencne i Roth 
401 (k); Hurricane Relief; Section 409A 
rules; Inflation Adjustments, — 
www.cpa2biz. com/OnlineProducts/ 
CPExpress/ Taxation’ I B | H BK. pine 


Download 
AICPA 401 (k) k) Practice Guide # 059517). 
Free to AICPA Tax Section members. 
Go to www.cpa2biz. com for more 

_ information. 


Web Sites 

“Feed the Pig” national public service _ 
campaign from the AICPA and the 
Advertising Council offers savings 
calculators and other resources. Go to 
www.feedthepig.org. See also 
www.360financialliteracy.org. 


OTHER RESOURCES 


m Investment and retirement calculators, 
cgi.money.cnn.com/tools. 

@ National Association of Investors Corp., 
www.betterinvesting.org. 
g The Right Formula for Retirement, by 
Steven Goldberg, www.kiplinger.com/ 
columns/value/archive/2004/va0217.htm. 
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NEW LAW AIMS TO INCREASE EMPLOYEE PARTICIPATION 


Automatic Enrollment Rules 
for 401(k) Plans 


ecause many Americans are not saving for retire- 

ment properly, a primary objective of the recently 

enacted Pension Protection Act of 2006 was to en- 

courage employee participation in defined contri- 

bution plans by facilitating automatic enrollment in 

IRC sections 401(k) and 403(b) plans. For plan 
years beginning after 2006, companies can automatically enroll 
employees in a plan, with a prescribed percentage of the em- 
ployee’s pay automatically withdrawn from 
each paycheck. 


NONDISCRIMINATION 

To encourage the use of automatic enrollment, 
employers that set up such systems (and meet 
certain rules) do not have to meet nondis- 
crimination tests that normally apply to em- 
ployee deferrals and employers’ matching 
contributions. The automatic contribution 
(stated as a percentage of compensation) must 
fall within a specified range and be consis- 
tently applied to every eligible employee. The 
employer also must make either a matching 
or nonelective contribution for each employ- 
ee not considered “highly compensated.” Em- 
ployer contributions, whether matching or 
nonelective, must be completely vested after the employee has 
completed two years of service. 


~ JANUARY 2007 


Current Developments 


STATE LAW 

In the past, a significant barrier to automatic enrollment was that 
some states prohibited companies from taking automatic de- 
ductions from an employee's pay. The 2006 act provides that fed- 
eral law supersedes any state law that would prohibit or restrict 
automatic contribution arrangements. 
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Mena. of the AICPA tax section may sabes to de Tax | 
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INVESTMENT OPTIONS/FIDUCIARY LIABILITY 

Another employer concern has been the fiduciary responsibili- 
ty and liability for investment of contributions made to a plan 
through automatic enrollment. A 401(k) plan administrator who 
chooses the investments for a participant under an automatic en- 
rollment plan has potential liability as a fiduciary. In contrast, 
when a participant selects his or her own investments, the ad- 
ministrator is protected from any liability involving investment 
choices. After 2006, as long as the adminis- 
trator follows regulations issued by the De- 
partment of Labor on default investments and 
meets certain notice requirements, the par- 
ticipant will be treated as having made his or 
her own investment choices. 

Fund types. The default investment may 
be either a “life cycle” or “targeted retirement 
date” fund; it must use a mix of equity and 
fixed income investments based on the par- 
ticipant’s age, target retirement date or life ex- 
pectancy, 

Notice. In addition to the rules dealing 
with investment options, the plan must meet 
certain other requirements to avoid ee 
liability. Plan participants must j 

@ Have had the opportunity to choose in- 
vestments, whether or not they have done so. 

@ Have been given at least 30 days notice before the default 
investments are made and before the beginning of each plan year. 

@ Be provided with all investment materials (for example, 
prospectuses and proxy materials) received by the plan. 

M@ Have the opportunity at least once each quarter to trans- 
fer out of the default investment into other investments without 
penalty. 

The plan also must offer a broad range of investment alter- 
natives. 

For more information, see Tax Clinic, “Automatic Enrollment 
in Sec. 401(k) and 403(b) Plans,” by G. Edgar Adkins Jr. and Jeff 
Martin, in the February 2007 issue of The Tax Adviser. 


—Lesli S. Laffie, editor 
The Tax Adviser 
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TAX MATTERS 


TAX CASE 


CLEAR REFLECTION OF 
INCOME 

s a general rule taxpayers have the 
Az to select their method of 

accounting—but this right is 
restricted by the requirement that the 
selected method clearly reflect income. 
Recently, the Seventh Circuit Court of 
Appeals remanded a case to the Tax Court 
to redetermine the method the taxpayer 
selected. 

JP Morgan Chase, successor to First 
National Bank of Chicago, engaged in 
interest rate swaps. These are complex 
financial transactions that require two 
parties to pay each other interest based 
on various factors. Chase reported the 
income from these swaps based on its 
financial accounting method. The IRS 
objected and assessed a deficiency based 
on its own method. The Tax Court reject- 
ed both methods and imposed a third. JP 
Morgan Chase appealed. 

Result. JP Morgan Chase’s method was 
incorrect. The case was remanded for the 
Tax Court to reconsider the IRS method. 

IRC section 446(a) requires taxpayers 
to compute their taxable income based on 
the accounting methods used in their 
books and records. Under section 
446(b), the IRS can impose a different 
method if a taxpayer’s selected method 
does not clearly reflect income. The fact 
that the taxpayer’s method is based on 
GAAP does not mean it clearly reflects 
income. These general rules concerning 
selection of accounting methods give way 
to specifically designated methods in the 
tax code. 

One such designated method is the 
mark-to-market method, which must be 
used by dealers in financial instruments. 
Since interest rate swaps are financial 
instruments, JP Morgan Chase was 
required to use this special method. If the 


taxpayer's computation under a mandat- 
ed method is incorrect, it is treated as a 
method that does not clearly reflect 
income and the IRS has the right to 
mandate the computation under section 
446(b). 

When the IRS imposes a method 
under section 446(b), it is entitled to sig- 
nificant deference—in fact, according to 
the Court of Appeals, taxpayers must fol- 
low the IRS’s method unless it is “clearly 
unlawful” or “plainly arbitrary.” The fact 
that the imposed method may not be the 
most accurate method to calculate 
income is not sufficient for rejecting it. 

In this case, the method used by JP 
Morgan Chase was unacceptable since the 
IRS showed that it did not clearly reflect 
income. It is up to the taxpayer to prove 
that the IRS method was unlawful or 
arbitrary. The court has the power to 
impose a different method only if the 
taxpayer meets this burden. Given this 
very high hurdle, it is likely the IRS’s 
method will be imposed. 

@ JP Morgan Chase & Co. v. Commis- 
sioner, 2006 US App Lexis 20430 CA-7. 


Prepared by Edward J. Schnee, CPA, PhD, 
Hugh Culverhouse Professor of Accounting 
and director, MTA program, Culverhouse 
School of Accountancy, University of 
Alabama, Tuscaloosa. 


TAX CASE 


EARLY DISTRIBUTIONS FROM 
INHERITED IRAs 
axpayers who inherit individual 
| retirement accounts (IRAs) pay no 
income tax if they directly roll over 
the funds into IRAs in their own names. 
Generally, if the taxpayer receives distri- 
butions directly from the inherited IRA, 


the distributions are taxed, but the 10% 
penalty tax on premature withdrawals 


America’s Growth Spurt 





does not apply, even if the beneficiary is 
under the age of 59*/. 

In June 1998, upon the death of Ray 
Campbell, his wife Charlotte inherited an 
IRA with a balance of $1,010,988. In July 
1998 Mrs. Campbell directly rolled over 
the entire amount to her IRA. She sub- 
sequently remarried, becoming Charlotte 
Gee. 

In 2002, at the age of 55, Mrs. Gee 
received a $977,888 distribution from 
her IRA. She and her husband reported 
the amount as income on their 2002 joint 
federal income tax return but did not 
include the 10% penalty tax, even though 
form 1099-R indicated the distribution 
was subject to it. On their return the tax- 
payers stated the wrong code had been 
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entered on the 1099-R; the distribution 
was from Ray Campbell's IRA, and thus 
was exempt from the penalty tax. The IRS 
assessed a deficiency equal to the 10% 
penalty; the taxpayers petitioned the Tax 
Court for relief. 

Result. For the IRS. The taxpayers 
stated that although there was a direct 
rollover from Ray’s IRA into Charlotte’s, 
she made no additional contributions to 
the account and never redesignated it as 
her own. Therefore, the money retained 
its character as an amount received by a 
beneficiary from an inherited IRA and 
the distribution was made to a benefici- 
ary on account of a death. Thus the dis- 
tribution was not subject to the 10% 
penalty tax. 

The Tax Court agreed with the IRS that 
the distribution was not due to the death 
of her former husband and was not made 
to her as a beneficiary of his IRA. Although 
she never actually had redesignated the 
inherited IRA as her own, it became hers 
when she chose to have the funds rolled 
over into her IRA. Once that rollover took 
place, the only way for her to avoid the 
10% penalty for a premature distribution 
was to qualify for one of the other excep- 
tions listed under IRC section 72(t). 

This case illustrates that taxpayers 
under the age of 59'/ who inherit an IRA 
must make a decision. They can roll over 
the balance into their own IRA and pay no 
tax, in which case distributions from that 
IRA before age 59’/2 will be subject to the 
10% penalty unless one of the other 
exceptions applies. Or they can receive the 
entire balance or periodic distributions 
from the inherited IRA, pay tax on those 
amounts and avoid the 10% penalty. As 
the Tax Court noted in this case, taxpayers 
“cannot have it both ways’—they can’t 
avoid the tax by rolling over the inherited 
IRA and, later, when premature distribu- 
tions are received, claim they were due to 
a death to avoid the 10% penalty tax. 

@ Charlotte and Charles T. Gee v. Com- 
missioner, 127 TC no. 1. 


Prepared by Charles J. Reichert, CPA, pro- 


fessor of accounting, University of Wisconsin, 
Superior. 
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TAX CASE 


TAXING DAMAGES FOR 
EMOTIONAL DISTRESS 

he Court of Appeals for the Dis- 

trict of Columbia on Dec. 22, 

2006, vacated its judgment from 
four months earlier in Murphy, Marrita 
v. IRS in which the court held that a law- 
suit award for emotional distress was not 
taxable. The government had petitioned 
for an en banc hearing. Instead, a panel 
indicated it will rehear the case, with 
oral arguments set for April 23. 

The Internal Revenue Code imposes 
tax on all income regardless of its source, 
unless the income is specifically exclud- 
ed. One such exclusion provided by IRC 
section 104(a)(2) is for damages 
received on account of physical 
injuries. Since not specifically excluded 
by section 104, damages that do not 
relate to physical injuries, such as those 
paid for emotional distress, typically are 


E-Filers Get on Board 


included in a taxpayer’s income and are 
subject to tax. 

Marrita Murphy challenged the con- 
stitutionality of taxing damages for non- 
physical injuries. Murphy worked for 
the New York Air National Guard 
(NYANG). When she complained to 
state authorities that a NYANG airbase 
contained environmental hazards, 
NYANG retaliated by blacklisting her 
and giving poor recommendations to 
potential new employers. Because these 
acts were violations of the whistle-blow- 
er statutes, NYANG was ordered to pay 
the taxpayer damages in the amount of 
$70,000: $45,000 on account of her 
emotional distress or mental anguish 
and $25,000 for the injury to her pro- 
fessional reputation. 

Murphy originally included the full 
amount of the damages in her gross 
income and paid the appropriate taxes, 
but she later filed an amended return 
claiming a refund based on the exclusion 


In 2005 more than 200,000 corporations 
with $50 million or more in assets _ 
voluntarily filed their corporate income 
taxreturnselectronically, ss 
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in section 104(a)(2) regarding damages 
received “on account of personal phys- 
ical injuries or physical sickness.” After 
the IRS denied the claim, she filed a law- 
suit in district court. 

The taxpayer first argued that the 
damages she received should be exclud- 
ed under section 104 because she suf- 
fered from physical manifestations of her 
emotional injury. In the alternative, Mur- 
phy argued that damages paid with 
regard to nonphysical injuries are not 
“income” as the term has been defined 
by the U.S. Supreme Court. The district 
court ruled for the IRS, and Murphy 
appealed to the Court of Appeals for the 
District of Columbia. 

Result. For the taxpayer initially, 
although the D.C. Circuit vacated the 
judgment and will rehear the case. The 
Internal Revenue Code was amended in 
1996 to provide that emotional distress 
is not treated as a physical injury or 
physical sickness for purposes of section 
104; as a result all damages other than 
those for physical injury fall within the 
general inclusion rule of section 61. 

Murphy submitted evidence that as a 
result of NYANG’s conduct she suffered 
- from bruxism, a stress-related condition 
that caused her to grind her teeth, result- 
ing in permanent damage to her teeth. 
However, the D.C. Circuit found that 
although she suffered from physical 
injuries, the damages she received were 
not awarded on account of such 
injuries, and therefore section 104 was 
not applicable. 

Murphy alternatively argued that the 
damages were not income within the 
16th Amendment, and therefore could 
not be subject to tax. The Supreme 
Court defined income in 1955 in Glen- 
shaw Glass as gains and “accessions to 
wealth,” and it has long been recognized 
that a return of capital falls outside this 
definition of income. Murphy argued 
that the damages she received, which 
compensated her for the loss of her emo- 
tional well-being and reputation, were a 
return of human capital and therefore 
not income. She contended that the 
Supreme Court alluded to the notion of 





human capital in Glenshaw Glass, where 
it distinguished taxable punitive dam- 
ages from damages for personal injury; 
the latter, it held, are compensatory in 
nature and therefore not taxable 
income. Since Glenshaw Glass did not 
differentiate between physical and non- 
physical damages, Murphy argued, the 
Supreme Court intended that all dam- 
ages for personal injury be excluded 
from income. 

The IRS’s rebuttal to this argument 
distinguished human capital from 
financial capital. Financial capital has a 
basis, such that when it is sold there is 
income to the extent that the amount 
realized exceeds the taxpayer's basis. The 
IRS argued that since people don’t pay 
for their reputation or emotional well- 
being, there is no basis and therefore the 
entire amount received constitutes 
income. 

The D.C. Circuit used an “in lieu of” 
analysis and held that the damages were 
not income. If a taxpayer receives dam- 
ages in lieu of something that is normally 
subject to tax, such as wages, then the 
damages would be taxed. However, the 
taxpayer's emotional well-being and rep- 
utation were not taxable, and therefore 
neither are the damages she received as 
a result of her losses. In addition, based 
on a review of the legislation that imple- 
mented Congress’ taxing power provid- 
ed in the 16th Amendment, particularly 
the original exclusion for personal injury 
damages, the court found that the 
framers of the 16th Amendment would 
not have construed compensatory dam- 
ages for nonphysical injuries to be 
income. Accordingly, the court held that 
the taxpayer’s damages for emotional 
distress and loss of reputation did not 
constitute income within the Constitu- 
tion and the IRC, and any application of 
section 104(a)(2) that subjects such pay- 
ments to taxation is unconstitutional. 

@ Murphy, Marrita v. Internal Revenue 
Service, D.C. Circuit 05-5139 (8/22/06). 


Prepared by Laura Lee Mannino, CPA, LLM, 
assistant professor of accounting and taxation, 
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Acco tene Practice Sales 
has grown to be America’s #1 
marketer of accounting and tax 
practices because it’s all we do 
and we do it better than anyone. 
We have 16 offices across 
America to service sellers and 
buyers and we’re anxious to 
talk to you. 


Call 1-800-397-0249 today! 
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‘Strength in 
Numbers 


AND WITH OVER 
350,000 MEMBERS... 


we're strong and getting stronger. 

Today's AICPA is better than ever and we're 

doing more for our members than ever before, 

including advocating for the rights of the 

profession and the new AICPA Anti-Fraud and 

Corporate Responsibility Program. 

BENEFITS INCLUDE: 

© InfoBytes © reSOURCE © Specialized 
Membership Sections © Specialty Credentials 

© Access to www.cpa2biz.com © Group 
Study ¢ Elite Values © Free Publications 


© Networking 

Clays 
CALL US AT 
1-888-777-7077 


FOR MORE INFORMATION VISIT US AT 
www.aicpa.org/about/membapp.him 
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Technology Q&A 


by Stanley Zarowin 


Make your own toolbar menus...The Save All and Close All mystery... 
How not to shut down a “frozen” computer...How safe are password-protected data?... 
Highlight text vertically down a page...Word can calculate, too...A better way... Windows shortcuts 


MAKE YOUR OWN TOOLBAR MENUS 
luse some commands repeatedly, but many of them 
are not housed on the same toolbar menu—which 
means I waste lots of time moving my cursor from 
one end of the toolbar to the other to click on icons 
I need. Both my very tired mouse and I would appreciate some 
way to speed this operation. 
I assume you've thought of the obvious: placing those 
favorite tools as stand-alone icons right in the toolbar. And 
I assume you want to avoid having the toolbar (which, when full, 
expands to accommodate new icons) get so fat and crowded that 
you can't easily find the ones you want. So let’s dismiss that idea 
and instead create a custom menu that contains just your favorite 
tools. You can do that in any Microsoft application—Word, Excel, 
Access, PowerPoint and Outlook. 
Go to the toolbar and click on Tools, Customize and under 
Categories, select New Menu. Click on it and it will be copied 
to the Commands box. 





Now drag the New Menu icon to where you want it to ap- 
pear on your toolbar and click on the Modify Selection button. 
. Select Name: New Menu. 























Reset 










MGR 


Give it a name and press Enter. 

Now, to populate your new menu with your favorite com- 
mands, once again click on Tools, Customize and under 
Categories select the command icons you want, one at a time, 
and drag them to your menu. Finally click on Close. 

Consider making several custom menus—each with a set of 
commands you need for each major activity you undertake. 


THE SAVE ALL AND CLOSE ALL MYSTERY 

Can you solve a mystery for me? When I have a bunch of 

Excel files open and I’m ready to save them, I begin by click- 
ing on File. Sometimes a Save All command is in the drop-down 
list; other times, it’s not. I don’t know what I do—or don’t do— 
that causes the Save All command to appear. Obviously, since 
the command is very useful, I'd like to be able to bring it up when 
I need it. 

I must say I’ve never experienced a Save All command in 

Excel. I have in Word, but that’s another story I'll get to later. 
I think you’re confusing Save All with Close All. If you have 
more than one file open in Excel and you press Shift+File, a Close 
All command will appear in the drop-down menu (see 
screenshots below). 

If you press File without Shift... 
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But if you press Shift and File... 





File | Edit View Insert Format Tools Data wi 








: 
ee 
of 






After you click on Close All, each file in order asks whether 
you want to save it (see screenshot below). 





What I find mysterious is that, while Excel lacks the Save All 
function, Word has both Save All and Close All—both of which 
are evoked by holding down on Shift when clicking on File. I 
find the Save All command in Word so handy that I customize 
my File menu, adding the command permanently, a process 
explained in the above item. 












ee Open... Ctri+0 e 
ot Close All é 
a Save All Kee ed ¢ 


HOW NOT TO SHUT DOWN A “FROZEN” 
COMPUTER 
I know I should buy a new computer, but I've been hanging 

Q:: until Vista comes out, at which time I'll buy a preloaded 
machine. In the meantime, my cranky computer sometimes freezes 
up and I can’t even turn it off. I try clicking the power button on 
the face of the computer. Nothing. Finally I resort to pulling the 
plug. Will that harm the computer? Is there a better way? 

Yes to both questions. Each time you pull the plug, the 

sudden, unprogrammed loss of electricity endangers the 
hard disk. But sometimes pulling the plug is the only way to shut 
it down—tisk or not. 


Fortunately, there is another choice that works most of the 
time: Hold down the power button for several seconds. Most 
computer power buttons are designed not to react to an accidental 
‘or momentary click to disengage the power. You've got to click 
and hold. 
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HOW SAFE ARE PASSWORD-PROTECTED DATA? 
Is a password-protected Word or Excel file really safe from 
an intruder? 

The simple answer is sort of. Let me explain: Windows 
password-protected files are secure as long as a would-be 
intruder is not computer literate. If you do a Google search on 

Word Excel passwords, you'll quickly come up with a bunch of 

products designed to crack Windows passwords. So think of the 

Windows password as, at best, a deterrent. 

If you still want to use Windows’ password protection, click 
on Tools, Options, Security and fill out the form (see screenshot 
below). 





HIGHLIGHT TEXT VERTICALLY DOWN A PAGE 

Of course it’s easy to highlight data both horizontally and 

vertically in Excel. But is there a way to do it in Word? It 
certainly would be handy. 

Yes, you can cut, copy or reformat vertical columns of text. 

(see screenshot below). Think of the letters in Word as 
appearing in two dimensions—as a horizontal row (which is how 
we traditionally think of it) and as a vertical column lined up one 
above the other. To highlight a vertical column of letters, hold down 
the Alt key and place your cursor at either the top of the column 
you want to highlight or the bottom. Then move the cursor in the 
direction you want the text highlighted. It’s that simple. 


AWB for Able 
B i@ for Ben 


CJS for Charlie 





WORD CAN CALCULATE, TOO 
A colleague told me that Word has a built-in math capability. 
I looked all over but I can’t find any. Is he pulling my leg? 
No, Word can do simple math, but the tools are well-hidden. 
Did you notice I said tools—not tool. Buried deep in Word 
are all sorts of wonders. For simple arithmetic, the function is 
Tools Calculate. It’s certainly not in your toolbar unless the 
person who used your computer before you was a true Word 
maven. Click on Tools, Customize, and then, under Categories, 
click on Tools and go nearly to the end of the Commands menu 
to find Tools Calculate and drag it up to your toolbar. 


| | TECHNOLOGY O&A [iin 





To do a calculation just type out the numbers (either | A BETTER WAY 
horizontally or vertically). While you don’t need to put a plus | In the July 2006 column (page 83) I suggested a fast way to 
(+) sign between numbers you're adding, you need a minus (-) | search multiple worksheets, but Seun Salami, CPA, an audit 


sign for subtractions. So, it can be either: senior at Deloitte & Touche, Chicago, has a faster way: 
M23 -4'5.72 Instead of highlighting all the tabs (which could be tricky 
Or sometimes), just go to Find (Ctrl+F) and click on Options; 
1 then, in the Within box, click on the down arrow to 

2 Workbook (see screenshot below). 

: ae ee ee) 

5 —— - 


Just highlight the numbers and the answer will appear in the 
left side of your lower toolbar (see screenshot below). 





The sum also is automatically copied onto the Clipboard, so 
if you need the number simply go to that place and press Ctrl+V 
(Paste). 

I don’t think Word multiples or divides—or at least I can’t 
figure out how to do it. If a reader knows that it can be done, I'd 
appreciate the information, which I'll share in the column. WINDOWS SHORTCUTS 

Word also can do fairly sophisticated calculations via its Table 
menu. For example, create a table with three spaces and place | ™ WinKey+D = Minimizes all windows and shows the desktop 
numbers in the first two spaces (see screenshot below). @ WinKey+L = Locks the computer (Windows XP only) 


| 3 | 4 | | @ WinkKey+Tab = Cycles through the programs shown on the 
taskbar 


If you want to add the numbers in the first and second space, | ™ WinKey+F = Brings up the Windows Search box 
place your cursor in the third, open space, and click on Table. | ™ WinKey+E = Opens up Windows Explorer 
That triggers the following screen in which you can adjust the | ™ WinKey+R = Opens the Run dialog box 
formula, number format and even paste a function. m@ WinKey+Pause = Opens System Properties 








Stanley Zarowin, a former JofA senior editor, is now a contributing editor to the 
magazine. His e-mail address is stanleyjoatech@gmail.com 





Click on OK and the answer, 7, will appear in the third box. 


3 4 7 


As you can see, Word can do more than just catch a mis- 
spelling. 
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Inside AICPA 


Institute names vice-president...Private Company Financial Reporting Committee chair named... 
Post-hurricane efforts honored...XBRL developer honored...Directory of member services 


Brackens Is New Vice-President 


he AICPA named James Brack- 
T= Jr., CPA, vice-president of 

firm quality and practice monitor- 
ing, reporting to Sue Coffey, senior 
vice-president of member quality and 
state regulation. 

Brackens will provide support and 

strategic direction for the AICPA’s peer 
review programs and for the Employee 


O’Dell to Chair Private Company Financial 


Reporting Committee 


udith H. O'Dell, CPA, was named 

chair of the Private Company Fi- 

nancial Reporting Committee in 
December. The committee is expected 
to meet for the first time this spring. 

O'Dell, who was a trustee of the 

Financial Accounting Foundation, 
which oversees both FASB and 
GASB, serves as a principal and CFO 


Awards for Public Service 


he AICPA received an award from 
‘T=: IRS in recognition of the Insti- 

tute’s efforts to encourage CPAs 
to volunteer to help victims of hurricanes 
Katrina, Wilma and Rita fill out their tax 
forms. Richard Morgante, commissioner 
of the Wage & Investment Division, pre- 
sented the award at November’s National 
CPA/IRS Tax Issues Meeting in Wash- 
ington, D.C. 

Meanwhile, the AICPA awarded its 

first Tax Public Service Award to Ernst & 
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Benefit Plan and Governmental Audit 
Quality Centers. 

Brackens comes to the position 
from his own accounting practice, 
which served closely held businesses 
and nonprofit organizations in Virginia. 
He has performed more than 300 peer 
reviews of small accounting firms since 
1990. 





Brackens 


of a family-owned enterprise specializ- 
ing in real estate development and 
construction, and of a hotel and 
restaurant business. 

O'Dell also operates her own busi- 
ness valuation and litigation support 
practice. She was formerly managing 
shareholder of a Pennsylvania-based 
accounting firm. 





O’Dell 


Young LLP for the firm’s work in the after- 
math of the hurricanes. Tom Purcell, im- 
mediate past chair of the Institute’s Tax 
Executive Committee, presented the 
award to Chuck Kowal, CPA, partner and 
director of personal financial services at 
Ernst & Young, at the Federal Tax Confer- 
ence and Fall Tax Division Meeting. The 
committee created the award to further 
the Tax Division's goal of serving the pub- 
lic and enhancing pro bono opportunities 
for AICPA members. 





Kowal 








INSIDE AlCP A [iia 





Hoffman Receives Special 
Recognition Award 


harles Hoffman, CPA, received the 
‘ AICPA’s 2006 Special Recognition Award 
at the Institute's National Conference on 
Current SEC and PCAOB Developments in 
Washington, D.C. 

The award, presented by AICPA Vice-Chair 
Randy Fletchall, recognizes Hoffman's contributions 
to the development of XBRL, a mark-up language 
that facilitates the preparation, analysis and commu- 
nication of business information. 

Hoffman is credited with conceiving the idea of 
using XML to structure financial statements and 
with developing the initial XBRL prototype. He is 
the director of innovative solutions at UBmatrix, a 
software company based in Kirkland, Wash. 





Hoffman, left, and Fletchall 


Crunch these numbers 


10 to 15 new clients every month 
$125,000 in annual billing your first 13 months. Guaranteed! 


Stop pushing paper and start raking in revenue for yourself. New Clients, Inc. will 
help you build your own business from the start. We develop highly profitable, 
completely organized accounting and tax practices. Our complete program includes: 


= $125,000 in annual billing your first 13 months 

= Computer software and training 

= Showing you how to acquire 10 to 15 new clients 
every month 

= Learning how to process a large volume of clients 

= A complete system for business growth and 
management 

= Ongoing support without ongoing fees 


If 2007 is the year you decide to become your own boss, New 
Clients, Inc. is the firm that can lead you through the transition. 
This year work on your terms. 


NCI New Clients, Inc. 


1-888-NEWCLIENTS (1-888-639-2543) 
newclientsinc.com/crunch 
124 BRIDGETON PIKE, MULLICA HILL, NJ 08062 


TODAY! 
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AICPA...Where to Turn 


Below are commonly requested phone numbers and e-mail addresses for key areas, programs and initiatives at the Institute. 


fT AIGPA TK OUnGan ON es crverarc ahi ctmeaet hints mien. sits = Karahi eh SEE Nise Nis 212/596-6225 
Academic and Career Development 
Education Programs, Products). )).). 0.0.2 4io je wuk ble ence th 212/596-6221 
Recruiting Materials for the Profession ..................-. 212/596-6102 
Accounting and Auditing Publications ......................- 201/938-3794 
i} Accounting and! ReviewsServices (jails kite Wore satstye es Yoveuiiets ieee 212/596-6250 
ACcouNtING Standardsanasi. Mihi mentee yu ite ene ka loan tule 212/596-6167 
Aimer ACG ome rycennnpane sium’ MEER ETS ReMons EE dt ie hohS www.pcfr.org 
Advertising (Journal of Accountancy, The Tax Adviser) 
Glassiiiedt Acs sama traa deen. aelaenterematne mater a las, (Megan 800/237-9851 
Display: Ads new sacs we apenas ee aaa 919/402-4886 
Antifraud & Corporate Responsibility 
Resounce Gener sulmccsertharnyes inter bietdihc aris ate eesti www.aicpa.org/antifraud 
Audit & Accounting Technical Information Hotline ............ 888/777-7077 


Audit Committee Effectiveness Center ........... www.aicpa.org/audcommctr 

Audit Quality Centers: 
Center for Public Company Audit Firms ................. (888/817-3277) 
BPR Ssn ya Paet KiguTn aN whe MueiaU hail Cis gtalpahi tal scu Lost Cane www.aicpa.org/cpcaf 


EniployceBenelit Plan Pel mobo untiacieckereilelasuaaa. & (202/434-9253) 
REM year PUn Ua ina nas Sat at (tren ey ane Et eta n Aan nit www.aicpa.org/ebpaqc 
GOVECOINETCALN Tay rete rh ete ete te ene tikes ty woatey erties (202/434-9259) 
Boe eeie Te Vea ety yenontaipeatiy s iment ae true ntact adn ie) Sees Wwww.aicpa.org/gaqc 
PNUCItg, StanGarsi=s tt rm eeiacya tcc a Pec etei ye eae obs lets isbace 212/596-6032 
BeneyGlemt uarid Caja asvecaee iis scehaealich pated aua ihr shells eedyeie vila 919/402-4910 
Gomunittee Appointments iis aocpeideinessisascucdas sokba acieiat laws 212/596-6097 
RARE IREM tenon eee. Uae volunteers@aicpa.org and http://volunteers.aicpa.org 
Competency Self-Assessment Tool .................- www.cpa2biz.com/CAT 
Copyright Permissions ............... www.copyright.com/firsttimeusers.asp 
CPA Client Bulletin, CPA Client Tax Letter ..............0.0.4-. 888/777-7077 
EPA Metter tne (editorial) yttts maces les wickole ccs Gre hatiae aa ede bleed 212/596-6112 
Credentials and Technical Member Sections ...............-.-- 201/938-3828 
Accredited in Business Valuation credential................. aby@aicpa.org 
Business Valuation/Forensic & Litigation Services ........ BV-FLS@aicpa.org 
Certified Information Technology Professional credential ..... citp@aicpa.org 
Information Technology Services ...........--20+-2+-+ infotech@aicpa.org 
Personal Financial Planning Services ..............5..-0055 pfp@aicpa.org 
Personal Financial Specialist credential .................... pfs@aicpa.org 
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OFFICIAL RELEASES 


GASB 49...SAS 113...SSAE 14...ETHICS INTERPRETATION 


Space considerations prevent publishing here the appen- 
dices to GASB Statement no. 49. Since the appendices 
often are important to understanding GASB statements, 
readers are advised to obtain complete copies. For addi- 
tional copies of GASB statements and/or information on 
applicable prices and discount rates, contact the GASB 
order department, 401 Merritt 7, PO Box 5116, Norwalk, 
Connecticut 06856-5116. Telephone: 800-748-0659. 


GASB NO. 49 


Statement No. 49 of the 
Governmental Accounting Standards 
Board—Accounting and Financial 
Reporting for Pollution Remediation 
Obligations 


SUMMARY 

This Statement addresses accounting and finan- 
cial reporting standards for pollution (including 
contamination) remediation obligations, which are 
obligations to address the current or potential 
detrimental effects of existing pollution by partici- 
pating in pollution remediation activities such as site 
assessments and cleanups. The scope of the docu- 
ment excludes pollution prevention or control 
obligations with respect to current operations, and 
future pollution remediation activities that are 
required upon retirement of an asset, such as land- 
fill closure and postclosure care and nuclear power 
plant decommissioning. 

As illustrated in the flowchart in paragraph 106, 
once any one of five specified obligating events occurs, 
a government is required to estimate the components 
of expected pollution remediation outlays and deter- 
mine whether outlays for those components should 
be accrued as a liability or, if appropriate, capitalized 
when goods and services are acquired. Obligating 
events include the following: 
¢ The government is compelled to take pollution re- 
mediation action because of an imminent endanger- 
ment. 
¢ The government violates a pollution prevention— 
related permit or license. 
¢ The government is named, or evidence indicates 
that it will be named, by a regulator as a responsible 
party or potentially responsible party (PRP) for reme- 
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diation, or as a government responsible for sharing 
costs. 

¢ The government is named, or evidence indicates 
that it will be named, in a lawsuit to compel partici- 
pation in pollution remediation. 

* The government commences or legally obligates it- 
self to commence pollution remediation. 

Pollution remediation outlays should be capital- 
ized in government-wide and proprietary fund finan- 
cial statements, subject to certain limitations, only if 
the outlays are incurred (1) to prepare property for 
sale in anticipation of a sale, (2) to prepare property 
for use when the property was acquired with known 
or suspected pollution that was expected to be reme- 
diated, (3) to perform pollution remediation that 
restores a pollution-caused decline in service utility 
that was recognized as an asset impairment, or (4) to 
acquire property, plant, and equipment that have a 
future alternative use other than remediation efforts. 

Most pollution remediation outlays do not qual- 
ify for capitalization and should be accrued as a lia- 
bility (subject to modified accrual provisions in 
governmental funds) and expense when a range of 
expected outlays is reasonably estimable or as an 
expenditure upon receipt of goods and services. If a 
government cannot reasonably estimate the range of 
all components of the liability, it should recognize the 
liability as the range of each component (for example, 
legal services, site investigation, and required postre- 
mediation monitoring) becomes reasonably 
estimable. In government-wide and proprietary fund 
financial statements, the liability should be recorded 
at the current value of the costs the government 
expects to incur to perform the work. This amount 
should be estimated using the expected cash flow 
technique, which measures the liability as the sum of 
probability-weighted amounts in a range of possible 
estimated amounts—the estimated mean or average. 

For pollution remediation obligations that are not 
common or similar to situations at other sites with 
which the government has experience, this 
Statement includes a series of recognition bench- 
marks—steps in the remediation process—that gov- 
ernments should consider in determining when 
components of pollution remediation liabilities are 
reasonably estimable. Thus, the measurable transac- 
tions and events that result in a pollution remedia- 
tion liability may be relatively limited at initial 
recognition but would increase over time as more 
components become reasonably estimable. This 
Statement also requires remeasurement of the liabil- 
ity (and its components) when new information indi- 
cates increases or decreases in estimated outlays. 

The measurement of a government’ pollution 


remediation liability should include remediation work 
that the government expects to perform for other par- 
ties; however, expected recoveries from those other 
parties, and insurance recoveries, reduce the meas- 
urement of the government’ pollution remediation 
expense when reasonably estimable (and reduce asso- 
ciated expenditures when the recoveries are measur- 
able and available). If the expected recoveries are not 
yet realized or realizable, they also would reduce the 
measurement of the government’ pollution remedi- 
ation liability. If the expected recoveries are realized 
or realizable, they should be reported as recovery 
assets (for example, cash or receivables). 

For recognized pollution remediation liabilities 
and recoveries, this Statement requires governments 
to disclose the nature and source of pollution reme- 
diation obligations, the amount of the estimated 
liability Gfnot apparent from the financial statements), 
the methods and assumptions used for the estimate, 
the potential for changes in estimates, and estimated 
recoveries that reduce the measurement of the liabil- 
ity. Governments are required to disclose a general 
description of the nature of pollution remediation 
activities for liabilities (or components thereof) that 
are not reasonably estimable. 

The requirements of this Statement are effective 
for financial statements for periods beginning after 
December 15, 2007, with measurement of pollution 
remediation liabilities required at the beginning of that 
period so that beginning net assets can be restated. 
However, governments that have sufficient objective 
and verifiable information to apply the expected cash 
flow technique to measurements in prior periods are 
required to apply the provisions retroactively for all 
such prior periods presented. 


How This Statement Will Improve 
Financial Reporting 

This Statement will enhance comparability of 
financial statements among governments by requir- 
ing all governments to account for pollution remedi- 
ation obligations in the same manner, including 
required reporting of pollution remediation 
obligations that previously may not have been report- 
ed. This Statement also will enhance users’ ability to 
assess governments’ obligations by requiring more 
timely and complete reporting of obligations as their 
components become reasonably estimable. Current 
standards (NCGA Statement 4, Accounting and 
Financial Reporting Principles for Claims and Judgments 
and Compensated Absences, and Financial Accounting 
Standards Board (FASB) Statement No. 5, Accounting 
for Contingencies) do not require recognition of pol- 


lution remediation lia- (continued on page 82) 
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bilities until after they are judged to be probable of 
occurrence. This causes a number of expected 
liabilities not to be reported. Additionally, current stan- 
dards require the liability to be reported as a single- 
point estimate, which may not consider all potential 
outcomes. For example, FASB Interpretation No. 14, 
Reasonable Estimation of the Amount of a Loss, requires 
recognition of the low end of a range of estimated pol- 
lution remediation outlays when no amount within 
a range is a better estimate than any other amount. 
This causes reporting of liabilities at amounts that may 
differ significantly from the expected amounts (the 
amounts that, on average, will be incurred). This 
Statement will improve financial reporting by requir- 
ing consideration of recognition once an obligating 
event occurs and by requiring reporting of liabilities 
using the expected cash flow measurement technique. 


Unless otherwise specified, pronouncements of the 
GASB apply to financial reports of all state and local 
governmental entities, including general purpose 
governments; public benefit corporations and 


authorities; public employee retirement systems; 
and public utilities, hospitals and other healthcare 
providers, and colleges and universities. Paragraph 
2 discusses the applicability of this Statement. 
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INTRODUCTION 

1. The objective of this Statement is to enhance 
the usefulness and comparability of pollution reme- 
diation obligation’ information reported by state 
and local governments by setting uniform standards 
requiring more timely and complete reporting of 
those obligations and by requiring all governments 
to account for pollution remediation obligations in 
the same manner, including required reporting of 
pollution remediation obligations that previously 
may not have been reported. 


STANDARDS OF GOVERNMENTAL 
ACCOUNTING AND FINANCIAL 
REPORTING 


Scope and Applicability 

2. This Statement establishes standards for 
accounting and financial reporting for pollution 
remediation obligations, as discussed in paragraphs 
5 and 6. This Statement applies to all state and local 
governments.’ 

3. This Statement amends paragraphs 42 and 
43 of NCGA Statement 1, Governmental Accounting 
and Financial Reporting Principles, paragraph 14 of 
NCGA Statement 4, Accounting and Financial 
Reporting Principles for Claims and Judgments and 
Compensated Absences, paragraph 5 of NCGA 
Interpretation 6, Notes to the Financial Statements 
Disclosure, paragraph 1 of GASB Statement No. 10, 
Accounting and Financial Reporting for Risk Financing 
and Related Insurance Issues, as amended, and para- 
graphs 9, 11, and 14 and footnote 7 of GASB 
Interpretation No. 6, Recognition and Measurement 
of Certain Liabilities and Expenditures in 
Governmental Fund Financial Statements, to provide 
specific reporting guidance for pollution remedia- 
tion obligations, including disclosure requirements. 

4. This Statement does not apply to the following: 

a. Landfill closure and postclosure care obliga- 
tions within the scope of GASB Statement No. 18, 
Accounting for Municipal Solid Waste Landfill Closure 
and Postclosure Care Costs. 

b. Other future pollution remediation activities 
that are required upon retirement of an asset (asset 
retirement obligations, such as nuclear power plant 
decommissioning) during the periods preceding the 
retirement.* However, this Statement applies to 
those activities at the time of the retirement if obli- 
gating events are met and a liability has not been 
recorded previously. 


1. Terms in the Glossary are shown in boldface type the first time 
they appear in this Statement. 

2. This Statement applies to business-type activities and enterprise 
funds that apply Financial Accounting Standards Board (FASB) State- 
ment No. 71, Accounting for the Effects of Certain Types of Regulation. 
Those business-type activities and enterprise funds should report a 
regulatory asset related to a pollution remediation loss when appro- 
priate in accordance with the provisions of FASB Statement 71. 

3. The governments policy for accounting for asset retirement obliga- 
tions may need to be disclosed in the summary of significant account- 
ing policies as discussed in paragraph 158 of NCGA Statement 1. 

4. Statement No. 42, Accounting and Financial Reporting for Impair- 
ment of Capital Assets and for Insurance Recoveries, provides guidance 
for asset impairments within its scope. 

5. Governments that retain risk for pollution remediation liability con- 
tingencies should apply the provisions of this Statement for recogni- 
tion of such liabilities. Statement 10, as amended, provides guidance 
for liability recognition by insurance-related activities within its scope. 


c. Recognition of asset impairments’ or liability 
recognition for unpaid claims by insurance activities.’ 

d. Pollution prevention or control obligations 
with respect to current operations as discussed in 
paragraph 6, or to fines, penalties, and other non- 
remediation outlays discussed in paragraph 7. 

e. Accounting for nonexchange transactions, 
such as brownfield redevelopment grants.° 


Pollution Remediation Obligations 

5. A pollution remediation obligation is an obli- 
gation to address the current or potential detri- 
mental effects of existing pollution by participating 
in pollution remediation activities. For example, 
obligations to clean up spills of hazardous wastes 
or hazardous substances and obligations to 
remove contamination such as asbestos are pollu- 
tion remediation obligations. Pollution remediation 
activities include the following: 

a. Pre-cleanup activities, such as the perform- 
ance of a site assessment, site investigation, and 
corrective measures feasibility study, and the design 
of a remediation plan 

b. Cleanup activities, such as neutralization, 
containment, or removal and disposal of pollutants, 
and site restoration 

c. External government oversight and enforce- 
ment-related activities, such as work performed by 
an environmental regulatory authority dealing with 
the site and chargeable to the government 

d. Operation and maintenance of the remedy, 
including required monitoring of the remediation 
effort (postremediation monitoring). 

Not all pollution remediation obligations will 
involve all of the above activities. For example, 
asbestos removal typically will not involve postre- 
mediation monitoring. . 

6. Pollution remediation obligations do not 
include pollution prevention or control obligations 
with respect to current operations, such as obliga- 
tions to install smokestack scrubbers, treat effluent, 
or use environment-friendly products—for exam- 
ple, low-sodium road salts. 


Outlays for Pollution Remediation 
Activities 

7. Pollution remediation outlays include all 
direct outlays attributable to pollution remediation 
activities (for example, payroll and benefits, equip- 
ment and facilities, materials, and legal and other pro- 
fessional services) and may include estimated indirect 
outlays (including general overhead). Outlays relat- 
ed to natural resource damage (for example, reveg- 
etation outlays) are included only if incurred as part 
of a pollution remediation effort. The following out- 
lays are not part of performing pollution remediation 
and should not be included: fines, penalties, toxic 
torts’ (civil wrongs arising from exposure to a toxic 
substance), product and process (workplace) safety 
outlays, litigation support involved with potential 


6. Statement No. 33, Accounting and Financial Reporting for Nonex- 
change Transactions, provides guidance for nonexchange transactions 
within its scope. 

7. Accrual of contingent liabilities for fines, penalties, and toxic torts 
is discussed in FASB Statement No. 5, Accounting for Contingencies. 
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recoveries, and outlays borne by society at large rather 
than by a specific government. 

8. Outlays for operation and maintenance of a 
remedial action, including postremediation moni- 
toring required by a remedial action plan, are part of 
pollution remediation rather than a separate future 
service obligation. Postremediation monitoring esti- 
mates should take into account that such outlays are 
not likely to extend indefinitely. As discussed in para- 
graph 18, estimates should be reassessed periodically, 


Pollution Remediation Obligations 
Generally Reported as Liabilities 

9. Pollution remediation obligations generally 
will result in recognition and reporting of pollution 
remediation liabilities, as discussed in paragraphs 
10-21. In certain instances, an obligation to par- 
ticipate in pollution remediation activities will result 
in recognition and reporting of capital asset trans- 
actions at the time those assets are acquired, as 
discussed in paragraph 22. 


RECOGNITION AND MEASUREMENT 
OF POLLUTION REMEDIATION 
LIABILITIES 


Recognition and Measurement 
Framework 

10. This Statement establishes a framework for 
the recognition and measurement of pollution reme- 
diation liabilities that incorporates the following 
interrelated features: 

a. Obligating Events: Once an obligating event 
occurs, a government should determine whether 
one or more components of a pollution remedia- 
tion obligation are recognizable as a liability. (See 
paragraph 11.) 

b. Components and Benchmarks: Components of 
a liability (for example, legal services, site investi- 
gation, or required postremediation monitoring) 
should be recognized as they become reasonably 
estimable. This Statement provides benchmarks for 
evaluating when various components become rea- 
sonably estimable. (See paragraphs 12 and 13.) 

c. Measurement, Including the Expected Cash Flow 
Technique: Measurement is based on the current 
value of outlays expected to be incurred. (See para- 
graphs 14 and 15.) The components of the liabili- 
ty should be measured using the expected cash 
flow technique, which measures the liability as the 
sum of probability-weighted amounts in a range of 
possible estimated amounts—the estimated mean 
or average. (See paragraphs 16 and 17.) 


Obligating Events 

11. When a government knows or reasonably 
believes that a site is polluted, the government should 
determine whether one or more components of a pol- 
lution remediation obligation are recognizable as a 
liability’ when any of the following events occurs: 

a. The government is compelled to take reme- 
diation action because pollution creates an immi- 
nent endangerment to public health or welfare or 





8. Additional requirements for recognition in governmental funds are 
discussed in paragraph 24. 


the environment, leaving it little or no discretion to 
avoid remediation action.° 

b. The government is in violation of a pollution 
prevention—related permit or license, such as a 
Resource Conservation and Recovery Act 
(RCRA) permit or similar permits under state law. 

c. The government is named, or evidence indi- 
cates that it will be named, by a regulator as a 
responsible party or potentially responsible party 
(PRP) for remediation, or as a government respon- 
sible for sharing costs."° 

d. The government is named, or evidence indi- 
cates that it will be named, in a lawsuit to compel 
the government to participate in remediation.” 

e. The government commences, or legally obli- 
gates itself to commence,” cleanup activities or 
monitoring or operation and maintenance of the 
remediation effort.’ If these activities are voluntar- 
ily commenced and none of the other obligating 
events have occurred relative to the entire site, the 
amount recognized should be based on the portion 
of the remediation project that the government has 
initiated and is legally required to complete. 


Recognition Benchmarks 

12. Pollution remediation liabilities should be rec- 
ognized as the ranges of their components become 
reasonably estimable (subject to the provisions in 
paragraph 24 for governmental funds). In some cases, 
the government may have insufficient information to 
reasonably estimate the ranges of all components of 
its liability. In these cases, the government should rec- 
ognize pollution remediation liabilities as the range 
of each component of the liability (for example, legal 
services, site investigation, or required postremedia- 
tion monitoring) becomes reasonably estimable. In 
other cases, a government will be able to reasonably 
estimate a range of all components of its liability early 
in the process because the site situation is common 
(for example, the remediation involves only the rou- 
tine removal of underground storage tanks [USTs] in 
accordance with a UST program for fuel storage tanks) 
or is similar to situations at other sites with which the 
government has experience." In such cases, the entire 
estimated liability should be recognized at this stage. 





9. This criterion applies to events that compel a government to take 
remediation action even if no law requires such action. It is not lim- 
ited to, for example, the Superfund law or the Resource Conser- 
vation and Recovery Act (RCRA), which provide the federal gov- 
emment with authority to enforce remediation actions when 
pollution causes an imminent and substantial endangerment. 

10. For example, section 104(c)(3) of the Superfund law, as amended 
[42 U.S.C. 9604(c)(3)], requires in part that states pay or ensure pay- 
ment of 10 percent of the cost of remedial action, and 100 percent of the 
cost of operations and maintenance, at sites that were privately owned 
or operated and for which no financially viable PRP can be found. 

11. There is a presumption that a lawsuit can be excluded from con- 
sideration if it is substantially the same as a lawsuit previously de- 
termined to be without merit in relevant judicial determinations. 
12. For example, a government that sells polluted land may obligate 
itself to perform remediation activities as part of the agreement of 
sale. Also, a government may voluntarily sign a consent decree mak- 
ing itself a responsible party for cleanup activities. 

13. Ifa government legally obligates itself to commence pre-cleanup 
work, such as a remedial investigation and feasibility study 
(RV/FS), it should include that work in the amount that it is legally 
required to complete. 

14. Ifa government estimates remediation outlays using, for exam- 
ple, state-wide averages developed by a state environmental regula- 
tor, the averages should be evaluated to ensure that they are appli- 
cable to the polluted site. Such averages may not be applicable if the 
site situation is not common or has unique characteristics. 


13. The range of an estimated remediation 
liability often will be defined and periodically 
refined, as necessary, as different stages in the 
remediation process occur. Certain stages of a reme- 
diation effort or process and of responsible party 
or PRP involvement provide benchmarks that 
should be considered when evaluating the extent 
to which a range of potential outlays for a reme- 
diation effort or process is reasonably estimable. 
Benchmarks should not, however, be applied in a 
manner that would delay recognition beyond the 
point at which a reasonable estimate of the range 
of a component of a liability can be made. The 
recognition benchmarks that follow typically apply 
to pollution remediation obligations that are not 
common or similar to situations at other sites with 
which the government has experience. At a 
minimum, the estimate of a pollution remediation 
liability should be evaluated as each of these bench- 
marks occurs. 

a. Receipt of an administrative order. A govern- 
ment may receive an administrative order com- 
pelling it to take a response action at a site or risk 
penalties. Such response actions may be relatively 
limited, such as the performance of a remedial 
investigation and feasibility study (RI/FS) at a 
Superfund site or performance of a removal action, 
or they may be broad, such as remediation of a site. 

The ability to estimate outlays resulting from 
administrative orders varies with factors such as site 
complexity and the nature and extent of the work 
to be performed. The benchmarks that follow 
should be considered in evaluating the ability to esti- 
mate such outlays insofar as the actions required by 
the administrative order involve these benchmarks. 
(For example, asbestos removal typically would not 
involve completion of an RI/FS.) The outlays asso- 
ciated with performing the requisite work general- 
ly are estimable within a range, and recognition of 
a remediation liability for this work generally should 
not be delayed beyond this point. 

b. Participation, as a responsible party or a PRP in 
the site assessment or investigation. At this stage, the 
government (and possibly others) has been identi- 
fied as a responsible party or a PRP and has agreed 
to pay all or part of a study that will investigate the 
extent of the environmental impact of the release or 
threatened release of pollutants and to identify site- 
remediation alternatives. Further, the total outlay 
associated with'the site assessment or investigation 
generally is estimable within a reasonable range. In 
addition, the identification of other PRPs and their 
agreement to participate in funding the site assess- 
ment or investigation typically provide a reasonable 
basis for determining the governments allocable 
share of the site assessment or investigation. At this 
stage, additional information may be available 
regarding the extent of environmental impact and 
possible remediation alternatives. This additional 
information, however, may or may not be sufficient 
to provide a basis for reasonable estimation of the 
total remediation liability. At a minimum, the 
government should recognize its share of the 
estimated total outlays associated with the site assess- 


ment or investigation. (continued on page 84) 
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As the site investigation proceeds, the govern- 
ment’s estimate of its share of the site investigation 
can be refined. Further, additional information may 
become available based on which the government 
can refine its estimates of other components of the 
liability or begin to estimate other components. For 
example, a government may be able to estimate the 
extent of environmental impact at a site and to iden- 
tify existing alternative remediation technologies. A 
government also may be able to better identify the 
extent of its involvement at the site relative to other 
PRPs, the universe of PRPs may be identified, nego- 
tiations among PRPs and with federal and state 
Environmental Protection Agency (EPA) represen- 
tatives may occur, and information may be obtained 
that significantly affects the agreed-upon method of 
remediation. 

c. Completion of a corrective measures feasibility 
study. At substantial completion of the corrective 
measures feasibility study, both a range of the reme- 
diation outlays and the governments allocated share 
generally will be reasonably estimable. 

The corrective measures feasibility study 
should be considered substantially complete no later 
than the point at which the responsible party or 
PRPs recommend a proposed course of action to the 
regulatory authority (for example, the U.S. EPA). If 
the government had not previously concluded that 
it could reasonably estimate all components of the 
remediation liability, recognition should not be 
delayed beyond this point, even if uncertainties 
remain (for example, allocations to individual PRPs 
and potential recoveries from third parties can be 
estimated; however, they have not been finalized). 
Uncertainties about the degree and probabilities of 
participation by other PRPs should be factored into 
the measurement of the liability as discussed in 
paragraphs 19-21. 

d. Issuance of an authorization to proceed. At this 
point, the regulatory authority has issued its deter- 
mination (for example, an EPA record of decision) 
specifying a preferred remedy. Normally, the gov- 
ernment and other PRPs have begun, or perhaps 
completed, negotiations, litigation, or both for their 
allocated share of the remediation liability. 
Accordingly, the government’s estimate normally 
can be refined based on the specified preferred rem- 
edy and a preliminary allocation of the total reme- 
diation outlays. 

e. Remediation design and implementation, through 
and including operation and maintenance, and postre- 
mediation monitoring. During the design phase of the 
remediation, the government develops a better 
understanding of the work to be done and is able 
to provide more precise estimates of the total 
remediation outlays. Further information likely will 
become available at various points until site reme- 
diation work is completed, subject only to postre- 
mediation monitoring. The government should 
continue to refine its estimate of its liability as this 
additional information becomes available. 


Measurement Based on Expected Outlays 
14. Pollution remediation liabilities should be 
measured based on the pollution remediation out- 


lays expected to be incurred to settle those liabili- 
ties. Profits and risk premiums that another party 
would demand to perform pollution remediation 
work should be included in the measurement of the 
government’ liability only if the government 
expects to utilize another party to perform the work. 


Measurement at Current Value 

15. Pollution remediation liabilities should be 
measured at their current value. Because settlement 
ofa pollution remediation liability is not always pos- 
sible in the current period, settlement can involve 
future events. The current value of a pollution reme- 
diation liability should be based on reasonable and 
supportable assumptions about future events that 
may affect the eventual settlement of the liability. For 
example, the current value of a pollution remedia- 
tion liability should be based on applicable feder- 
al, state, or local laws or regulations that have been 
approved, regardless of their effective date, and the 
existing technology expected to be used for the 
cleanup. The probabilities of these various expec- 
tations affect the probability-weighted measurement 
of the liability under the expected cash flow tech- 
nique discussed in paragraphs 16 and 17. 


Measurement of the Expected Cash Flow 

16. Pollution remediation liabilities should be 
measured using the expected cash flow technique, 
which measures the liability as the sum of probabil- 
ity-weighted amounts in a range of possible estimated 
amounts—the estimated mean or average. This tech- 
nique uses all expectations about possible cash flows. 

17. Some reasonable estimates of ranges of pos- 
sible cash flows will be limited to a few discrete sce- 
narios or a single scenario, such as an amount 
specified in a contract for pollution remediation 
services. Other reasonable estimates of ranges of 
possible cash flows will have many nondiscrete sce- 
narios (a continuous distribution). In such cases, a 
government may have access to considerable data 
and may be able to develop many cash flow sce- 
narios. However, even in cases in which a govern- 
ment has access to only limited data about the 
possible cash flows within a range, a limited num- 
ber of discrete scenarios and probabilities should be 
developed that capture the array of possible cash 
flows. In developing those scenarios, a government 
could use actual cash flows for other pollution reme- 
diation projects,” if available, adjusted for changes 
in circumstances. Each application of the expected 
cash flow technique will differ based on the facts 
and circumstances of each measurement situation, 
available information, and judgments applied. Such 
judgments include determining whether to apply 
a continuous or discrete probability distribution 
and, if a discrete probability distribution is applied, 
the number of discrete scenarios.’® 


15. For example, state-wide averages developed by a state environ- 
mental regulator. See footnote 14. 

16. For example, an estimated cash flow might be represented by dis- 
crete scenarios of $100, $200, or $300 with probabilities of 10 per- 
cent, 60 percent, and 30 percent, respectively. The expected cash 
flow (and resulting liability) is $220, calculated as follows: ($100 * 
0.1) + ($200 X 0.6) + ($300 X 0.3). A continuous distribution 
would average all scenarios in the range. 


Remeasurement 

18. As discussed in paragraph 13, estimates of 
a pollution remediation liability should be adjust- 
ed when benchmarks are met or when new infor- 
mation indicates changes in estimated outlays due 
to, for example, changes in the remediation plan or 
operating conditions. These changes may include 
the type of equipment, facilities, and services that 
will be used, price increases or reductions for spe- 
cific outlay elements such as ongoing monitoring 
requirements discussed in paragraph 8, changes in 
technology, and changes in legal or regulatory 
requirements. 


Accounting for Recoveries 

19. Under the expected cash flow technique, the 
measurement of a government’ pollution remedi- 
ation liability should include all remediation work 
that the government expects to perform, including 
work expected to be performed for other respon- 
sible parties or PRPs, whether or not the govern- 
ment is required to do that work. Expected 
recoveries from those other parties, and expected 
insurance recoveries from policies that indemnify 
the government for its pollution remediation obli- 
gations, also should be included in the measure- 
ment by reducing” the expense’ and affecting the 
liability as follows:'° 

a. If the expected recoveries are not yet realized 
or realizable, they should reduce the measurement 
of the governments pollution remediation liability.° 

b. If the expected recoveries are realized or real- 
izable, they should be recognized separately from 
the liability as recovery assets (for example, cash or 
receivables).”! 

20. Expected recoveries from other responsible 
parties, PRPs, and insurers should be measured con- 
sistently with the related pollution remediation out- 
lays (based on their current value and using the 
expected cash flow technique). Paragraphs 21 and 
22 of Statement 42 provide guidance for deter- 
mining when an insurance recovery is realized or 
realizable. An insurance recovery generally is real- 
izable when the insurer admits or acknowledges 
coverage, potentially before covered outlays take 
place. 

21. If recoveries become expected in periods fol- 
lowing the completion of all remediation work, such 
that a pollution remediation liability no longer 


17. The requirement to reduce the measurement of remediation ex- 
penses and liabilities, respectively, by the amount of expected pay- 
ments or insurance recoveries addresses issues specific to pollution 
remediation obligations. 

18. Additional requirements for governmental funds are discussed 
in paragraph 24. 

19. Paragraph 13 notes that the degree and probabilities of partici- 
pation by other parties affect the measurement of the liability. 

20. Expected recoveries, or portions thereof, that are expected to re- 
sult in capital assets, as discussed in paragraph 22, should not reduce 
the measurement of the government’ pollution remediation expense 
or liability. Those recoveries should be reported as capital contribu- 
tions (revenue). | 

21. For example, if expected outlays are $10,000 and expected re- 
coveries of $3,000 are realized or realizable, the pollution remedia- 
tion expense would be $7,000, the recovery asset would be $3,000, 
and the pollution remediation liability would be $10,000. If the pol- 
lution remediation liability had previously been recorded at a net 
amount of $7,000 because the recovery was not yet realized or real- 
izable, the liability would be increased by $3,000 when the $3,000 
recovery asset is recorded because it becomes realized or realizable. 
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exists, those transactions should be recorded, for 
example, as revenue and cash or accounts receiv- 
able, when they are realized or realizable. Display 
requirements for recoveries are provided in para- 
graphs 23 and 24. 


Capitalization of Pollution Remediation 
Outlays 

22. Except as provided below, pollution reme- 
diation outlays, including outlays for property, 
plant, and equipment, should be reported as an 
expense when a liability is recognized as discussed 
in paragraphs 12-21.” For example, a pump-and- 
treat system to be installed for pollution remedia- 
tion generally would be reported as an expense at 
the time a liability is recognized. Some projects (for 
example, land improvements, remodeling, and peri- 
odic dredging of a waterway for shipping), for 
which the primary objective is other than pollution 
remediation, may include pollution remediation 
activities. Except as provided below, incremental 
outlays attributable to pollution remediation activ- 
ities (outlays that would not be incurred absent pol- 
lution) should be reported as an expense when a 
pollution remediation liability is recognized. 
Pollution remediation outlays should be capitalized 
in the government-wide and proprietary fund state- 
ments when goods and services are acquired if 
acquired for any of the following circumstances: 

a. To prepare property in anticipation of a sale. 
In this circumstance, governments should capital- 
ize only amounts that would result in the carrying 
amount of the property not exceeding its estimat- 
ed fair value upon completion of the remediation. 

b. To prepare property for use when the prop- 
erty was acquired with known or suspected pollu- 
tion that was expected to be remediated. In this 
circumstance, governments should capitalize only 
those pollution remediation outlays expected to be 
necessary to place the asset into its intended loca- 
tion and condition for use, as discussed in para- 
graph 18 of Statement No. 34, Basic Financial 
Statements—and Management’s Discussion and 
Analysis—for State and Local Governments, as 
amended.” 

c. To perform pollution remediation that 
restores a pollution-caused decline in service util- 
ity that was recognized as an asset impairment.” In 
this circumstance, governments should capitalize 
only those pollution remediation outlays expected 
to be necessary to place the asset into its intended 
location and condition for use, as discussed in para- 





22. Additional requirements for recognition in governmental funds 
are discussed in paragraph 24. 

23. In determining outlays expected to be necessary to place an asset 
into its intended location and condition for use, governments should 
consider that not all increases in expected outlays are appropriately 
considered to be necessary. For example, if a pollution remediation 
project would not have been initiated had anticipated outlays been 
as high as those actually incurred, a government generally should not 
capitalize all of the outlays. In certain circumstances, the outlays orig- 
inally expected to be incurred may be indicative of the amount nec- 
essary to place the asset into its intended location and condition for 
use. 

24. In some instances, such as remediation of oil contamination in 
land, pollution removal or containment outlays also may restore lost 
service utility. In other instances, such as removal of asbestos insu- 
lation preparatory to replacing it with nontoxic insulation, pollution 
removal outlays may not restore lost service utility. 


graph 18 of Statement 34, as amended.” 

d. To acquire property, plant, and equipment 
that have a future alternative use. In this circum- 
stance, outlays should be capitalized only to the 
extent of the estimated service utility that will exist 
after pollution remediation activities uses have 
ceased.” 

For outlays under criteria a and b, capitaliza- 
tion is appropriate only if the outlays take place 
within a reasonable period prior to the expected sale 
or following acquisition of the property, respectively, 
or are delayed, but the delay is beyond the gov- 
ermments control. 


Display in Government-wide and 
Proprietary Fund Financial Statements 

23. Pollution remediation costs (or revenue, in 
circumstances discussed in paragraph 21) should be 
reported in the statement of activities and statement 
of revenues, expenses, and changes in fund net 
assets, if appropriate, as-a program or operating 
expense” (or revenue), special item, or extraordinary 
item in accordance with the guidance in paragraphs 
41-46, 55, 56, 101, and 102 of Statement 34. 


Display in Governmental Fund Financial 
Statements 

24. For goods and services used for pollution 
remediation activities, amounts that are normally 
expected to be liquidated with expendable available 
financial resources should be recognized as liabili- 
ties upon receipt of those goods and services. The 
accumulation of resources in a governmental fund 
for eventual payment of unmatured general long- 
term indebtedness, including pollution remediation 
liabilities, does not constitute an outflow of current 
financial resources and should not result in the 
recognition of an additional governmental fund lia- 
bility or expenditure. In the statement of revenues, 
expenditures, and changes in fund balances, any 
facilities and equipment acquisitions for pollution 
remediation activities should be reported as expen- 
ditures. Estimated recoveries of pollution remedi- 
ation outlays from insurers and other responsible 
parties or PRPs for which the government is per- 
forming remediation activities should reduce any 
associated pollution remediation expenditures when 
the recoveries are measurable and available. 


Disclosures 

25. For recognized pollution remediation lia- 
bilities and recoveries of pollution remediation out- 
lays, governments should disclose the following: 

a. The nature and source of pollution remedi- 
ation obligations (for example, federal, state, or local 
laws or regulations) 

b. The amount of the estimated liability (if not 
apparent from the financial statements), the meth- 





25. In the case of restoration of an impaired asset, the outlays nec- 
essary to obtain a similar unimpaired asset, less the book value of the 
impaired asset, may be indicative of the amount necessary to place 
the asset into its intended location and condition for use. See also 
footnote 23. 

26. For example, outlays for unpolluted land generally would be 
fully capitalized. 

27. See footnote 2. 


ods and assumptions used for the estimate, and the 
potential for changes due to, for example, price 
increases or reductions, technology, or applicable 
laws or regulations 

c. Estimated recoveries reducing the liability. 

26. For pollution remediation liabilities, or por- 
tions thereof, that are not yet recognized because 
they are not reasonably estimable, governments 
should disclose a general description of the nature 
of the pollution remediation activities. 


EFFECTIVE DATE AND TRANSITION 

27. The requirements of this Statement are effec- 
tive for financial statements for periods beginning 
after December 15, 2007. Governments that have 
sufficient objective and verifiable information to 
apply the expected cash flow technique to meas- 
urements in prior periods should apply the provi- 
sions of this Statement retroactively for all such prior 
periods presented. Governments that do not have 
that information should apply the provisions of this 
Statement as of the effective date. In that case, pol- 
lution remediation liabilities should be measured at 
the beginning of that period so that beginning net 
assets can be restated. In the period this Statement 
is first applied, the financial statements should dis- 
close the nature of any restatement and its effect. 
Also, the reason for not restating prior periods pre- 
sented should be explained. Early application of this 
Statement is encouraged. 


The provisions of this Statement need 


not be applied to immaterial items. 





This Statement was issued by unanimous vote of the 
seven members of the Governmental Accounting 
Standards Board: 


Robert H. Attmore, Chairman 
Cynthia B. Green 

William W. Holder 

Edward J. Mazur 

Marcia L. Taylor 

Richard C. Tracy 

James M. Williams 


GLOSSARY 

28. This paragraph contains definitions of cer- 
tain terms as they are used in this Statement; the terms 
may have different meanings in other contexts. 

Current value. The amount that would be paid 
if all equipment, facilities, and services included in 
the estimate were acquired during the current period. 

Expected cash flow technique. A technique 
that measures a liability as the sum of probability- 
weighted amounts in a range of possible estimated 
amounts—the estimated mean or average. This 
technique uses all expectations about possible cash 
flows. 

Hazardous wastes; Hazardous substances. 
Wastes and substances that are toxic, corrosive, 
ignitable, explosive, or chemically reactive, or 
appear on special U.S. Environmental Protection 
Agency lists. This (continued on page 88) 
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: Conference Highlights: 
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implement and execute the Balanced Scorecard 


: e How to translate strategy into operational terms 
- © Review organizational and individual alignment 
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: e How to manage and execute strategy with data 


driven decisions 


: e Small, intimate sessions that allow for hands-on 


training and in-depth discussions 


: Conference Highlights: 
: © Highly anticipated keynote presentation by David 


Blackwell, VP & CFO, Wal-Mart Stores, Inc. 


e New optional workshop: How the Best Financial 


Executives Create High-Performance Organizations 


e Case Study: Understanding the complex issues of 
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: Conference Highlights: 
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of research and analysis and the asset approach 


e Learn the income approach and cost of capital/rate 


of return 


: e Discuss the market approach, discounts 


and premiums 
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and tax-related valuations 


Work through a full-day comprehensive case study 


: Conference Highlights: 
: © Strategic problem solving with other professionals 


through NBS simulation 
e Hands-on training based on actual case studies 
e Expert instruction and practical applications 

— geared to CPAs 


e Class discussion of hot topics including stock 


options, internal controls and late-breaking 
regulatory developments 

e Guidance on accounting, auditing, taxation, lending, 
technology, government regulations and more 
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includes wastes and substances listed in 33 U.S.C. 
§2701(23), and 42 U.S.C. §6903(5) and 
89601(14). The definition of hazardous substance 
under the Superfund law is broader than the 
definition of hazardous wastes under RCRA. As used 
in this Statement, the terms hazardous waste and 
hazardous substance also include materials desig- 
nated by state environmental regulators. 

Outlays. Expenses, expenditures, and capital 
acquisitions, as appropriate. 

Pollution. The U.S. Environmental Protection 
Agency provides the following discussion of the 
term pollution on its website: “Generally, the pres- 
ence of a substance in the environment that because 
of its chemical composition or quantity prevents the 
functioning of natural processes and produces 
undesirable environmental and health effects. Under 
the Clean Water Act, for example, the term has been 
defined as the man-made or man-induced alteration 
of the physical, biological, chemical, and radiolog- 
ical integrity of water and other media.” 

Pollution remediation obligation. An obliga- 
tion to address the current or potential detrimen- 
tal effects of existing pollution by participating in 
pollution remediation activities. For example, obli- 
gations to clean up spills of hazardous wastes or haz- 
ardous substances and obligations to remove 
contamination such as asbestos are pollution reme- 
diation obligations. 

Potentially responsible party (PRP). An indi- 
vidual or entity—including owners, operators, 
transporters, or generators—that is held potential- 
ly responsible for pollution at a site. As used in this 
Statement, the term refers to a party that is held by 
law as potentially responsible for pollution at any 
site. It is not limited to parties associated with 
Superfund sites. 

Remedial investigation and feasibility study 
(RI/FS). Extensive technical studies to investigate 
the scope of site impacts (RI) and determine the 

‘remedial alternatives (FS) that, consistent with the 
National Contingency Plan provisions of the federal 
Superfund law or similar state laws, may be imple- 
mented at a polluted site. An RI/FS may include a 
variety of on- and off-site activities, such as moni- 
toring, sampling, and analysis. 

Resource Conservation and Recovery Act 
(RCRA). A federal law that provides comprehen- 
sive regulation of hazardous wastes from point of 
generation to final disposal. All generators of haz- 
ardous waste, transporters of hazardous waste, and 
owners and operators of hazardous waste treatment, 
storage, or disposal facilities must comply with the 
applicable requirements of the statute. 

Site assessment. A site-specific baseline risk 
assessment that identifies hazards, assesses exposure 
to the hazards and their toxicity, and characterizes 
and quantifies the potential risks posed by the site. 
A site assessment may be noninvasive, involving 
inquiry into previous uses of a site, site reconnais- 
sance, and interviews (a Phase I site assessment), 
or may involve invasive testing for pollution (a 
Phase II site assessment). 

Superfund. A federal law (the Comprehensive 
Environmental Response, Compensation, and 


Liability Act of 1980 [CERCLA], as amended by the 
Superfund Amendments and Reauthorization Act 
of 1986 [SARA], which together are referred to as 
Superfund) that provides the U.S. Environmental 
Protection Agency with broad authority to order 
liable parties to remediate polluted sites or use 
Superfund money to remediate them and then seek 
to recover its costs and additional damages. 


SAS NO. 113 


Statement on Auditing Standards No. 

113—Omnibus Statement on Auditing 

Standards—2006 

(Amends Statement on Auditing Standards No. 95, 
Generally Accepted Auditing Standards, AICPA, 
Professional Standards; Statement on Auditing 
Standards No. 99, Consideration of Fraud in a 
Financial Statement Audit, AICPA, Professional 
Standards; Statement on Auditing Standards No. 
101, Auditing Fair Value Measurements and Dis- 
closures, AICPA, Professional Standards; State- 
ment on Auditing Standards No. 59, The Auditor's 
Consideration of an Entity’s Ability to Continue 
as a Going Concern, AICPA, Professional Stan- 
dards; Statement on Auditing Standards No. 57, 
Auditing Accounting Estimates, AICPA, Profes- 
sional Standards; “Subsequent Events,” of State- 
ment on Auditing Standards No. 1, Codification of 
Auditing Standards and Procedures; and State- 
ment on Auditing Standards No. 85, Management 
Representations, AICPA, Professional Standards.) 


AMENDMENT TO SAS NO. 95, 
GENERALLY ACCEPTED AUDITING 
STANDARDS 

1. This amendment revises Statement on 
Auditing Standards (SAS) No. 95, Generally Accepted 
Auditing Standards, by clarifying the terminology 
used to describe professional requirements 
imposed on auditors in the 10 standards. The first 
general standard and the three standards of field- 
work were amended by SAS No. 105, Amendment 
to SAS No. 95, Generally Accepted Auditing 
Standards. New language is shown in boldface ital- 
ics; deleted language is shown by strikethrough. 

2. Paragraph 2 of SAS No. 95 is amended as 
follows: 

The general, field work, and reporting stan- 
dards (the 10 standards) approved and adopt- 
ed by the membership of the AICPA, as 
amended by the AICPA Auditing Standards 
Board (ASB), are as follows: 


General Standards 


1. The auditor must be-pertormed-by-e-per 


ser-erpersons haveins adequate technical 
training and proficiency as-en-eaditer to 
perform the audit. 





Copyright © 2006 by American Institute of Certified 
Public Accountants, Inc. New York, NY 10036-8775. 
All rights reserved. For information about the procedure 
for requesting permission to make copies of any part of 
this work, please visit www.copyright.com or call 
(978) 750-8400. 


2. The auditor must maintain t-al-metters 


relatinetethe assignment-an independence 
in mental attitude iste-bemeatmteined-by-the 
saditeroreauditers in all matters relating 
to the essieareent audit. 

The auditor must exercise Bdue profes- 
sional care #s-te—-be-exereised in the per- 
formance of the audit and the preparation 
of the report. 


Standards of Field Work 


ay. 


The auditor must adequately plan the work 
and must properly supervise any assistants. 
The auditor must obtain a sufficient under- 
standing of the entity and its environment, 
including its internal control, to assess the 
risk of material misstatement of the finan- 
cial statements whether due to error or 
fraud, and to design the nature, timing, and 
extent of further audit procedures. 

The auditor must obtain sufficient appro- 
priate audit evidence by performing audit 
procedures to afford a reasonable basis for 
an opinion regarding the financial state- 
ments under audit. [footnote omitted] 


Standards of Reporting 


ie 


The auditor must state in the auditor's report 
shel-state whether the financial statements 
are presented in accordance with generally 
accepted accounting principles (GAAP).? 
The auditor must identify in the auditor's 
report shelidentit: those circumstances in 
which such principles have not been con- 
sistently observed in the current period in 
relation to the preceding period. 
When the auditor determines that inform- 
ative disclosures are not reasonably ade- 
quate, the auditor must so state in the 
auditor's report. tatermaethre-diselosaresin: 
he-f ‘ad = 
ao eaconas le -eeaguace less —orkemvise 
Stated ia-te-repere: 
The auditor must either express an sepext 
shel-eontain-eitheran-expressien-ef opin- 
ion regarding the financial statements, taken 
as a whole, or state en-assextiern-te-theeffeet 
that an opinion cannot be expressed, in the 
auditor's report. When the auditor cannot 
express an overall opinion easnet-be 
expressed, the auditor should state the rea- 
sons therefor sheutd-bestated in the audi- 
tor’s report. In all cases where an auditor's 
name is associated with financial statements, 
the auditor seper should clearly indicate 
providecomsia clea -eutindicaiese! the 


character of the auditor's work, if any, and 


2. The reporting standards apply only when the auditor issues a 
report. 

3. When an auditor reports on financial statements prepared in ac- 
cordance with a comprehensive basis of accounting other than gener- 
ally accepted accounting principles, the first standard of reporting is 
satisfied by stating in the auditors report that the basis of presentation 
is a comprehensive basis of accounting other than generally accepted 
accounting principles and by expressing an opinion (or disclaiming 
an opinion) on whether the financial statements are presented in con- 
formity with the comprehensive basis of accounting used. 
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the degree of responsibility the auditor is 
taking, in the auditor’s report. 


3. This amendment revises SAS No. 95, para- 
graph 4. As stated in paragraph 3 of SAS No. 95, 
Rule 202, Compliance With Standards, of the AICPA 
Code of Professional Conduct requires that the audi- 
tor comply with the standards promulgated by the 
Auditing Standards Board. The first general standard 
requires the auditor to have adequate technical 
training and proficiency to perform the audit. 
Implicit in that requirement is the idea that the audi- 
tor has sufficient knowledge of the SASs to identi- 
fy those that are applicable to his or her audit. Also, 
the first sentence of paragraph 4 did not necessar- 
ily relate to the remainder of the paragraph. 
Accordingly, the first sentence has been deleted. 

0+ theater should have sutieient 


eoledeeetthe teh tidestitthesn that 
appieablete-his-orheraudit The nature of the 


10 standards and the SASs requires the auditor 
to exercise professional judgment in applying 
them. Materiality and audit risk also underlie the 
application of the 10 standards and the SASs, 
particularly those related to field work and 
reporting. [footnote omitted] When, in rare cir- 
cumstances, the auditor departs from a pre- 
sumptively mandatory requirement, the auditor 
must document in the working papers his or her 
justification for the departure and how the alter- 
native procedures performed in the circum- 
stances were sufficient to achieve the objectives 
of the presumptively mandatory requirement. 


AMENDMENT TO SAS NO. 99, 
CONSIDERATION OF FRAUD INA 
FINANCIAL STATEMENT AUDIT 

4. To provide a clear link between the auditor’ 
consideration of fraud and the auditor's assessment 
of risk, the following footnote is to be added to the 
heading prior to paragraph 35 of SAS No. 99 titled 
“Identifying Risks That May Result in a Material 
Misstatement Due to Fraud.” Subsequent footnotes 
are to be renumbered. 

15. SAS No. 109, Understanding the 
Entity and its Environment and Assessing 
the Risks of Material Misstatement, requires 
the auditor to identify and assess the risk of 
material misstatement at the financial state- 
ment level and at the relevant assertion level 
related to classes of transactions, account bal- 
ances and disclosures. See paragraph 102 of 
SAS No. 109. 

5. To provide a clear link between the auditors 
consideration of fraud and the auditor’ response to 
assessed risks, the following footnote is to be added 
to the heading prior to paragraph 46 of SAS No. 99 
titled “Responding to the Results of the Assessment.” 
Subsequent footnotes are to be renumbered. 

21. SAS No. 110, Performing Audit 
Procedures in Response to Assessed Risks 
and Evaluating the Audit Evidence 
Obtained, requires the auditor to determine 
overall responses and design and perform fur- 
ther audit procedures to respond to the assessed 


risks of material misstatement at the financial 

statement and relevant assertion levels in a 

financial statement audit. See paragraphs 4 and 

7 of SAS No. 110. 

6. The amendments in paragraphs 1 through 5 
of this Statement are effective for audits of financial 
statements for periods beginning on or after 
December 15, 2006. Earlier application is permitted. 


AMENDMENTS TO SASs TO REMOVE 
REFERENCES TO COMPLETION OF 
FIELDWORK 

7. SAS No. 103, Audit Documentation, amend- 
ed SAS No. 1, Codification of Auditing Standards and 
Procedures (“Dating of the Independent Auditor's 
Report”), to change the date of the auditor's report 
from the date of completion of fieldwork to require 
that the auditor’s report be dated no earlier than the 
date on which the auditor has obtained sufficient 
appropriate audit evidence to support the opinion 
on the financial statements. The following amend- 
ments are necessary to remove references to the 
completion of fieldwork throughout the SASs. 

8. SAS No. 101, Auditing Fair Value 
Measurements and Disclosures, paragraph 41, is 
amended as follows: 

Events and transactions that occur after the 
balance-sheet date but before the date of the 
auditor's report eerpletion—ottelcrerk (for 
example, a sale of an investment shortly after the 
balance-sheet date) may provide audit evidence 
regarding managements fair value measurements 
as of the balance-sheet date. In such circum- 
stances, the audit procedures described in para- 
graphs .26 through .40 may be minimized or 
unnecessary because the subsequent event or 
transaction can be used to substantiate the fair 
value measurement. [Footnote omitted. ] 

9. SAS No. 59, The Auditor’s Consideration of an 
Entity’s Ability to Continue as a Going Concern, para- 
graph 2, as amended, is amended as follows: 

.02 The auditor has a responsibility to eval- 
uate whether there is substantial doubt about 
the entity’ ability to continue as a going con- 
cern for a reasonable period of time, not to 
exceed one year beyond the date of the finan- 
cial statements being audited (hereinafter 
referred to as a reasonable period of time). The 
auditors evaluation is based on his or her 
knowledge of relevant conditions and events 
that exist at or have occurred prior to the date 
of the auditor's report eorplesor-otteldwork. 
Information about such conditions or events is 
obtained from the application of auditing pro- 
cedures planned and performed to achieve audit 
objectives that are related to management’ 
assertions embodied in the financial statements 
being audited, as described in section 326, 
Evidential Matter. 

10. SAS No. 57, Auditing Accounting Estimates, 
paragraph 10, is amended as follows: 

.10 In evaluating reasonableness, the audi- 
tor should obtain an understanding of how 
management developed the estimate. Based on 
that understanding, the auditor should use one 


or a combination of the following approaches: 

a. Review and test the process used by man- 
agement to develop the estimate. 

b. Develop an independent expectation of the 
estimate to corroborate the reasonableness 
of management’ estimate. 

c. Review subsequent events or transactions 
occurring prior to the date of the auditor's 
report eeraptetien-oHhelework, 

11. SAS No. 57, Auditing Accounting Estimates, 

paragraph .13, is amended as follows: 

.13 Review subsequent events or transactions. 
Events or transactions sometimes occur subse- 
quent to the date of the balance sheet, but prior 
to the eompletion-otteldwerk date of the audi- 
tor’s report, that are important in identifying and 
evaluating the reasonableness of accounting esti- 
mates or key factors or assumptions used in the 
preparation of the estimate. In such circum- 
stances, an evaluation of the estimate or of a key 
factor or assumption may be minimized or unnec- 
essary as the event or transaction can be used by 
the auditor in evaluating their reasonableness. 
12. SAS No. 1, Codification of Auditing Standards 

and Procedures, “Subsequent Events,” paragraph 12, 
is amended as follows: 

.12 In addition, the independent auditor 
should perform other auditing procedures with 
respect to the period after the balance-sheet date 
for the purpose of ascertaining the occurrence 
of subsequent events that may require adjust- 
ment or disclosure essential to a fair presenta- 
tion of the financial statements in conformity 
with generally accepted accounting principles. 
These procedures should be performed at or 
near the eempletion-ofthetield-werk date of 
the auditor’s report. The auditor generally 
should: [There is no change to 12(a) to (d) and 
12(f). The change to 12(e) is presented in para- 
graph 14 of this SAS.] 


AMENDMENT TO SAS NO. 85, 
MANAGEMENT REPRESENTATIONS, 
AND SAS NO. 1, CODIFICATION OF 
AUDITING STANDARDS AND 
PROCEDURES (“SUBSEQUENT 
EVENTS”) 

13. To align the date of the representation let- 
ter with the requirement in SAS No. 103 that the 
auditor’s report not be dated prior to the date on 
which the auditor has obtained sufficient appro- 
priate audit evidence, paragraph 9 of SAS No. 85, 
Management Representations, as amended, is 
amended as follows: 

.09 The written representations should be 
addressed to the auditor. Because the auditor is 
concerned with events occurring through the 
date of his or her report that may require adjust- 
ment to or disclosure in the financial statements, 
the representations should be made as of e-date 
ne-eattierthas the date of the auditors report. 
[If the auditor “dual dates” his or her report, the 
auditor should consider whether obtaining addi- 
tional representations relating to the subsequent 


event is appropriate. (continued on page 90) 
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See section 530A, Dating of the Independent 
Auditor's Report, paragraph .05]. The letter should 
be signed by members of management with over- 
all responsibility for financial and operating mat- 
ters whom the auditor believes are responsible 
for and knowledgeable about, directly or through 
others in the organization, the matters covered 
by the representations. Such members of man- 
agement normally include the chief executive 
officer and chief financial officer or others with 
equivalent positions in the entity. 

14. SAS No. 1, Codification of Auditing Standards 
and Procedures, “Subsequent Events,” paragraph 
12(e) is amended as follows: 

e. Obtain a letter of representations, dated as 
of edatene-eartierthan the date of the audi- 
tor’s report, from appropriate officials, gen- 
erally the chief executive officer, chief 
financial officer, or others with equivalent 
positions in the entity, as to whether any 
events have occurred subsequent to the date 
of the financial statements being reported on 
by the independent auditor that in the offi- 
cers opinion would require adjustment or 
disclosure in these statements. The auditor 
may elect to have the client include repre- 
sentations as to significant matters disclosed 
to the auditor in his or her performance of 
the procedures in subparagraphs (a) to (d) 
above and (f) below. (See section 333, 
Management Representations.) 

15. The amendments in paragraphs 7 through 

14 of this Statement are effective for audits of finan- 
cial statements for periods ending on or after 
December 15, 2006. Earlier application is permitted. 


This Statement titled Omnibus 2006 was unanimously 
adopted by the assenting votes of 19 members of the 
board. 
Auditing Standards Board 
(2005-2006) 
John A. Fogarty, Chair 
Harold L. Monk, Jr., Vice Chair 
Barton W. Baldwin 
Gerald W. Burns 
Craig W. Crawford 
Robert D. Dohrer 
George P. Fritz 
James W. Goad 
Dan L. Goldwasser 
James E. Lee 
Wanda L. Lorenz 
Daniel D. Montgomery 
Keith O. Newton 
Patricia P. Piteo 
Douglas F Prawitt 
George A. Rippey 
Lisa A. Ritter 
Diane M. Rubin 
Scott A. Seasock 


AICPA Staff 
Charles E. Landes Sharon Walker 
Vice President Technical Manager 
Professional Standards Audit and Attest 
and Services Standards 


Note: Statements on Auditing Standards are issued by 
the Auditing Standards Board, the senior technical body 
of the Institute designated to issue pronouncements on 
auditing matters. Rule 202, Compliance With 
Standards, of the Institute’s Code of Professional 
Conduct requires compliance with these standards in an 
audit of a nonissuer. 


SSAE NO. 14 


Statement on Standards for 
Attestation Engagements No. 14— 
SSAE Hierarchy 
(AICPA, Professional Standards, vol. 1, AT sec. 50) 
1. A practitioner plans, conducts, and reports the 
results of an attestation engagement in accordance 
with attestation standards. Attestation standards pro- 
vide a measure of quality and the objectives to be 
achieved in the attestation engagement. Attestation 
procedures differ from attestation standards. 
Attestation procedures are acts that the practitioner 
performs during the course of the attestation engage- 
ment to comply with the attestation standards. 


ATTESTATION STANDARDS 

2. The general, fieldwork, and reporting stan- 
dards (the 11 attestation standards) approved and 
adopted by the membership of the AICPA, as 
amended by the AICPA Auditing Standards Board 
(ASB), are as follows: 


General Standards 

1. The practitioner must have adequate tech- 
nical training and proficiency to perform the 
attestation engagement. 

2. The practitioner must have adequate 
knowledge of the subject matter. 

3. The practitioner must have reason to believe 
that the subject matter is capable of evalu- 
ation against criteria that are suitable and 
available to users. 

4. The practitioner must maintain independ- 
ence in mental attitude in all matters relat- 
ing to the engagement. 

5. The practitioner must exercise due profes- 
sional care in the planning and performance 
of the engagement and the preparation of 
the report. 


Standards of Fieldwork 

1. The practitioner must adequately plan the 
work and must properly supervise any 
assistants. 

2. The practitioner must obtain sufficient evi- 
dence to provide a reasonable basis for the 
conclusion that is expressed in the report. 


Standards of Reporting’ 

1. The practitioner must identify the subject 
matter or the assertion being reported on 
and state the character of the engagement 
in the report. 

2. The practitioner must state the practi- 
tioner’s conclusion about the subject mat- 
ter or the assertion in relation to the 


criteria against which the subject matter 
was evaluated in the report. 

3. The practitioner must state all of the prac- 
titioner’s significant reservations about the 
engagement, the subject matter, and, if 
applicable, the assertion related thereto in 
the report. 

4. The practitioner must state in the report 
that the report is intended solely for the 
information and use of the specified par- 
ties under the following circumstances: 

* When the criteria used to evaluate the sub- 
ject matter are determined by the practitioner 
to be appropriate only for a limited number 
of parties who either participated in their 
establishment or can be presumed to have 
an adequate understanding of the criteria. 

¢ When the criteria used to evaluate the 
subject matter are available only to spec- 
ified parties. 

* When reporting on subject matter and a 
written assertion has not been provided 
by the responsible party. 

e When the report is on an attestation 
engagement to apply agreed-upon proce- 
dures to the subject matter. 

Footnote 1 is also to be added to the heading 
Standards of Reporting preceding paragraph 63 of 
Chapter 1, “Attest Engagements,” of Statement on 
Standards for Attestation Engagements No. 10, 
Attestation Standards: Revision and Recodification. 

3. Statements on Standards for Attestation 
Engagements (SSAEs) are issued by senior techni- 
cal bodies of the AICPA designated to issue pro- 
nouncements on attestation matters. Rule 202, 
Compliance With Standards, of the AICPA Code of 
Professional Conduct requires an AICPA member 
who performs an attestation engagement (the prac- 
titioner) to comply with such pronouncements.* 
SSAEs are developed and issued through a due 
process that includes deliberation in meetings open 
to the public, public exposure of proposed SSAEs, 
and a formal vote. The SSAEs are codified within 
the framework of the 11 attestation standards. 

4. The nature of the 11 attestation standards 
and the SSAEs requires the practitioner to exercise 
professional judgment in applying them. When, in 
rare circumstances, the practitioner departs from a 
presumptively mandatory requirement, the practi- 
tioner must document in the working papers his or 
her justification for the departure and how the alter- 
native procedures performed in the circumstances 
were sufficient to achieve the objectives of the pre- 
sumptively mandatory requirement.’ 


ATTESTATION INTERPRETATIONS 


5. Attestation interpretations consist of 
Interpretations of the SSAEs, appendixes to the 


1. The reporting standards apply only when the practitioner issues 
a report. 

2, In certain engagements, the practitioner also may be subject to 
other attestation requirements, such as Government Auditing Stan- 
dards issued by the comptroller general of the United States. 

3. The term presumptively mandatory requirement is defined in Statement 
on Standards for Attestation Engagements No. 13, Defining Professional 
Requirements in Statements on Standards for Attestation Engagements. 
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SSAEs,* attestation guidance included in AICPA 
Audit and Accounting Guides, and AICPA attesta- 
tion Statements of Position. Attestation interpreta- 
tions are recommendations on the application of 
SSAEs in specific circumstances, including engage- 
ments for entities in specialized industries, issued 
under the authority of the AICPA senior technical 
bodies. 

6. The practitioner should be aware of and con- 
sider attestation interpretations applicable to the 
attestation engagement. If the practitioner does not 
apply the attestation guidance included in an appli- 
cable attestation interpretation, the practitioner 
should be prepared to explain how he or she com- 
plied with the SSAE provisions addressed by such 
attestation guidance. 


OTHER ATTESTATION PUBLICATIONS 

7. Other attestation publications include 
AICPA attestation publications not referred to above; 
attestation articles in the Journal of Accountancy and 
other professional journals; attestation articles in the 
AICPA CPA Letter; continuing professional educa- 
tion programs and other instruction materials, text- 
books, guide books, attest programs, and 
checklists; and other attestation publications from 
state CPA societies, other organizations, and indi- 
viduals.° Other attestation publications have no 
authoritative status; however, they may help the 
practitioner understand and apply the SSAEs. 

8. A practitioner may apply the attestation guid- 
ance included in an other attestation publication if he 
or she is satisfied that, in his or her judgment, it is both 
relevant to the circumstances of the attestation engage- 
ment, and appropriate. In determining whether an 
other attestation publication is appropriate, the prac- 
titioner may wish to consider the degree to which the 
publication is recognized as being helpful in under- 
standing and applying SSAEs and the degree to which 
the issuer or author is recognized as an authority in 
attestation matters. Other attestation publications pub- 
lished by the AICPA that have been reviewed by the 
AICPA Audit and Attest Standards Staff are presumed 
to be appropriate. 

9. This Statement is effective when the subject 
matter or assertion is as of or for a period ending 
on or after December 15, 2006. 


APPENDIX A 
AMENDMENT TO CHAPTER 1, “ATTEST 
ENGAGEMENTS? OF STATEMENT ON 
STANDARDS FOR ATTESTATION 
ENGAGEMENTS NO. 10, ATTESTATION 
STANDARDS: REVISION AND 
RECODIFICATION 

Al. This amendment revises the 11 attestation 
standards by clarifying the terminology used in 
describing the professional requirements imposed on 
the practitioner. New language is shown in boldface 
italics; deleted language is shown by strikethrough. 





4. Appendixes to Statements on Standards for Attestation Engage- 
ments (SSAEs) referred to in paragraph 5 of this SSAE do not include 
previously issued appendixes to original pronouncements that, when 
adopted, modified other SSAEs. 

5. The practitioner is not expected to be aware of the full body of 
other attestation publications. 


.19 The first general standard is—The prac- 


titioner must have exgegenentshatt-be- performed 
by-epractitionerharing adequate technical train- 
ing and proficiency #-the-attest-feretion-to perform 
the attestation engagement. 


RK 


.21 The second general standard is—The 


practitioner must have engagenrentshat-beper 
formed-by-a-practitione having adequate knowl- 


edge of the subject matter. 


KKK 
.23 The third general standard is—The 


practitioner she must perform—the-engagentent 
ont itheorshe-as have reason to believe that the 


subject matter is capable of evaluation against cri- 
teria that are suitable and available to users. 
RK 
.35 The fourth general standard is—The 
practitioner must maintain Fe-et-mattersreta- 
setethe-engasentett—at independence in mental 


attitude in all matters relating to the engage- 


ment Se reese ten 


.39 The fifth general standard is—The 
practitioner must exercise Bdue professional care 
shatl-beexercised in the planning and performance 
of the engagement and the preparation of the 
report. 

* KK 

42 The first standard of fieldwork is—The 
practitioner must werk—skat—be adequately 

plansed the work and must properly supervise 


any assistants. FS POPE ES III 


51 The second standard of fieldwork is— 
The practitioner must obtain S-sufficient evidence 
shallbe-ebtained to provide a reasonable basis for 
the conclusion that is expressed in the report. 


KKK 


.63 The first standard of reporting is—The 
practitioner report-shatt must identify the subject 
matter or the assertion being reported on and state 
the character of the engagement in the report. 

KKK 

.66 The second standard of reporting is— 
The practitioner must report-shelt state the prac- 
titioner’s conclusion about the subject matter or the 
assertion in relation to the criteria against which the 
subject matter was evaluated in the report. 

KK 

.71 The third standard of reporting is—The 
practitioner must repert-shaHt state all of the prac- 
titioner’s significant reservations about the engage- 
ment, the subject matter, and, if applicable, the 
assertion related thereto in the report. 

ok KK 

.78 The fourth standard of reporting is— 
The practitioner must *epert-sheH state in the 
report that the report is intended solely for the 
information and use of the-reper-is-restricted-to 
specified parties under the following circumstances: 
¢ When the criteria used to evaluate the sub- 

ject matter are determined by the practitioner 
to be appropriate only for a limited number 
of parties who either participated in their 


establishment or can be presumed to have an 
adequate understanding of the criteria 

e — When the criteria used to evaluate the subject 
matter are available only to specified parties 

¢ — When reporting on subject matter and a writ- 
ten assertion has not been provided by the 
responsible party 

¢ When the report is on an attestation engage- 
ment to apply agreed-upon procedures to the 
subject matter 


This Statement titled SSAE Hierarchy was unanimously 
adopted by the assenting votes of 19 members of the 
board. 
Auditing Standards Board 
(2005-2006) 
John A. Fogarty, Chair 
Harold L. Monk, Jr., Vice Chair 
Barton W. Baldwin 
Gerald W. Burns 
Craig W. Crawford 
Robert D. Dohrer 
George P. Fritz 
James W. Goad 
Dan L. Goldwasser 
James E. Lee 
Wanda L. Lorenz 
Daniel D. Montgomery 
Keith O. Newton 
Patricia P. Piteo 
Douglas F Prawitt 
George A: Rippey 
Lisa A. Ritter 
Diane M. Rubin 
Scott A. Seasock 


AICPA Staff 
Charles E. Landes Sharon Walker 
Vice President Technical Manager 
Professional Standards Audit and Attest 
and Services Standards 


Note: Statements on Standards for Attestation 
Engagements are issued by the Auditing Standards 
Board, one of the senior technical bodies of the Institute 
designated to issue pronouncements on attest matters. 
Rule 202, Compliance With Standards, of the 
Institute’s Code of Professional Conduct requires com- 
pliance with these standards. 


ETHICS INTERPRETATION 


Ethics interpretations and rulings are promulgated by 
the executive committee of the professional ethics 
division to provide guidelines as to the scope and 
application of the rules but are not intended to limit 
such scope or application. Publication of an inter- 
pretation or ethics ruling in the Journal of 
Accountancy constitutes notice to members. A 
member who departs from interpretations or rulings 
shall have the burden of justifying such departure in 
any disciplinary hearing. 

(The Professional Ethics Executive Committee has 
adopted a revision to Interpretation No. 101-3, 
“Performance of Nonattest Services,” for Forensic 
Accounting and Tax (continued on page 94) 
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AUDIT AND ACCOUNTING GUIDES 


Agricultural Producers and 
Cooperatives 

012686JA02 

AICPA Member $49.00 / Nonmember $61.25 


Auditing Derivative Instruments, 
Hedging Activities, and Investments 
in Securities 

012526JA02 

AICPA Member $59.00 / Nonmember $73.75 


Auditing Revenue in 
Certain Industries 


012516JA02 
AICPA Member $59.00 / Nonmember $73.75 


Brokers and Dealers in Securities 
012706JA02 
AICPA Member $59.00 / Nonmember $73.75 


Federal Government Contractors 
012606JA02 
AICPA Member $49.00 / Nonmember $61.25 


Healthcare Organizations 
012616JA02 
AICPA Member $59.00 / Nonmember $73.75 


Investment Companies 
012725JA02 
AICPA Member $69.00 / Nonmember $86.25 


Life and Health Insurance Entities 
012636JA02 
AICPA Member $49.00 / Nonmember $61.25 


Oil and Gas Producing Entities 
012656JA02 
AICPA Member $49.00 / Nonmember $61.25 


Personal Financial Statements 
012756JA02 
AICPA Member $49.00 / Nonmember $61.25 


Prospective Financial Statements 
012726JA02 
AICPA Member $49.00 / Nonmember $61.25 





Understanding SAS No. 112 and Evaluating Control Deficiencies 


— Audit Risk Alert 


This Audit Risk Alert provides an overview of the requirements of SAS No. 112, Communicating Internal Control Related Matters 
Identified in an Audit and how this SAS differs from SAS No. 60. Plus, this risk alert offers several case studies that highlight a particular 
control deficiency, Each case study contains a description of the control deficiencies, and an analysis of the assessment of the severity 
of the control deficiency to help you better understand and evaluate control deficiencies. The control deficiencies found in these case 


studies are: 
e Lack of segregation of duties 
e Inventory-related control deficiencies _ 


e Modifications of standard sales contracts are not reviewed 


to evaluate their effect on the timing and amount of 
revenue recognition 


2006 Paperback 
022536JA02 
AICPA Member $29.00 / Nonmember $36.25 


e Lack of client expertise in financial accounting and reporting 
e Fraud involving cash 
e Control testing exceptions 


Publications 
CPE Self-Study 
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Cogs tae eas 


AUDIT RISK ALERTS 
AICPA Member $29.00 / Nonmember $36.25 


Insurance Industry Developments 
022357JA02 


investment Companies Industry 
Developments 
022367JA02 


Manufacturing 
022377JA02 


Real Estate Industry Developments 
022397JA02 


_ SEC/PCAOB Alert 
022497JA02 


Securities Industry Developments 
022387JA02 


_ Bank, Credit Union and Other Depository 
and Lending Institutions 
022297JA02 
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Webcasts are live, high-quality, | SEC Quarterly Update Series 2007 


interactive, Web-based CPE Four Quarterly Webcasts 
programs that give you access 
SECXX12JA02 


$249.00 


to the profession's top experts 

and inform you on today’s hot 

topics — and you earn CPE 
credit right from your desktop. 


i 


aa 


Recommended CPE Credit: 2 per Webcast 


Common Interest Realty Associations 
022467JA02 


Construction Contractors Industry 
Developments 
022317JA02 


Government Auditing Standards 
022456JA02 


Healthcare Industry Developments 
022347JA02 


High-Technology Industry Developments 
022407JA02 


Independence & Ethics 
022477JA02 


CFO Quarterly Roundtable Series 2007 
Four Quarterly Webcasts : 
Recommended CPE Credit: 2 per Webcast 
CFOXX12JA02 

$249.00 





For more information or to register, log onto www.cpa2biz.com/webcasts 


www.epa2biz.com 
888.777.7077 


Order now at: 
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Compliance Services [AICPA, Professional 
Standards, ET section 101.05] Added text is in 
boldface italic and deleted text is struck through.) 


05 101-3-PERFORMANCE OF 
NONATTEST SERVICES. 

Before a member or his or her firm (“member”) per- 
forms nonattest services (for example, tax or con- 
sulting services) for an attest client,’ the member 
should determine that the requirements described 
in this interpretation have been met. In cases where 
the requirements have not been met during the peri- 
od of the professional engagement or the period 
covered by the financial statements, the member’ 
independence would be impaired. 


Engagements Subject to Independence 
Rules of Certain Regulatory Bodies - 

This interpretation requires compliance with 
independence regulations of authoritative regulato- 
ty bodies (such as the Securities and Exchange 
Commission [SEC], the General Accounting Office 
[GAO], the Department of Labor [DOL], and state 
boards of accountancy) where a member performs 
nonattest services for an attest client and is required 
to be independent of the client under the regulations 
of the applicable regulatory body. Accordingly, failure 
to comply with the nonattest services provisions 
contained in the independence rules of the appli- 
cable regulatory body that are more restrictive than 
the provisions of this interpretation would consti- 
tute a violation of this interpretation. 


General Requirements for Performing 
Nonattest Services 

1. The member should not perform manage- 
ment functions or make management deci- 
sions for the attest client. However, the 
member may provide advice, research mate- 
rials, and recommendations to assist the 
client’s management in performing its func- 
tions and making decisions. 

2. The client must agree to perform the fol- 
lowing functions in connection with the 
engagement to perform nonattest services: 
a. Make all management decisions and 

perform all management functions; 

b. Designate an individual who possesses 
suitable skill, knowledge, and/or expe- 
rience, preferably within senior man- 
agement, to oversee the services; 

c. Evaluate the adequacy and results of the 
services performed; 

d. Accept responsibility for the results of 
the services; and 

e. Establish and maintain internal controls, 
including monitoring ongoing activities. 

The member should be satisfied that the client 

will be able to meet all of these criteria and make 
an informed judgment on the results of the mem- 


5. A member who performs a compilation engagement for a client 
should modify the compilation report to indicate a lack of inde- 
pendence if the member does not meet all of the conditions set out 
in this interpretation when providing a nonattest service to that client 
(see Statement on Standards for Accounting and Review Services No. 
1, Compilation and Review of Financial Statements [AR section 100. 19]). 





Impact on Independence of Performance of Nonattest Services 


Type of 
Nonattest Service 


Independence Would Not Be Impaired 


Independence Would Be Impaired 





Bookkeeping 


Payrolland-ether 


Non tax 
disbursement 


Benefit plan 
administration” 


Investment— 
advisory or 
management 


* Record transactions for which management 
has determined or approved the appropriate 
account classification, or post coded trans- 
actions to a client's general ledger. 


Prepare financial statements based on 
information in the trial balance. 


Post client-approved entries to a client’ trial 
balance. 


Propose standard, adjusting, or correcting 
journal entries or other changes affecting the 
financial statements to the client provided 
the client reviews the entries and the mem- 
ber is satisfied that management understands 
the nature of the proposed entries and the 
impact the entries have on the financial 
statements. 


Using payroll time records provided and 
approved by the client, generate unsigned 
checks, or process client’ payroll. 


Transmit client-approved payroll or other 
disbursement information to a financial 
institution provided the client has authorized 
the member to make the transmission and 
has made arrangements for the financial 
institution to limit the corresponding indi- 
vidual payments as to amount and payee. In 
addition, once transmitted, the client must 
authorize the financial institution to process 
the information. 


tel y i 
ple cdc 7 : sn 
lias Bi 
payee" 
¢ Communicate summary plan data to plan 
trustee. 


Advise client management regarding the 
application or impact of provisions of the 
plan document. 


Process transactions (e.g., investment/benefit 
elections or increase/decrease contributions 
to the plan; data entry; participant confirma- 
tions; and processing of distributions and 
loans) initiated by plan participants through 
the member’ electronic medium, such as an 
interactive voice response system or Internet 
connection or other media. 


Prepare account valuations for plan 
participants using data collected through the 
member’ electronic or other media. 


Prepare and transmit participant statements 
to plan participants based on data collected 
through the member’ electronic or other 
medium. 


Recommend the allocation of funds that a 
client should invest in various asset classes, 
depending upon the client’ desired rate of 
return, risk tolerance, etc. 


¢ Determine or change journal 
entries, account codings or 
classification for transactions, or 
other accounting records without 
obtaining client approval. 


Authorize or approve 
transactions. 


Prepare source documents. 


Make changes to source 
documents without client 
approval. 


Accept responsibility to authorize 
payment of client funds, elec- 
tronically or otherwise, except as 
specifically provided for with 
respect to electronic payroll tax 
payments. 

Accept responsibility to sign or 
cosign client checks, even if only 
in emergency situations. 


Maintain a client’s bank account 
or otherwise have custody of a 
client’s funds or make credit or 
banking decisions for the client. 
e 

Sige-pasethacsenonsekedt 
obchesaanagemene 
Approve vendor invoices for 
payment. 


Make policy decisions on behalf 
of client management. 


When dealing with plan 
participants, interpret the plan 
document on behalf of manage- 
ment without first obtaining 
managements concurrence. 


e 


Make disbursements on behalf of 
the plan. 


Have custody of assets of a plan. 


Serve a plan as a fiduciary as 
defined by ERISA. 


Make investment decisions on 
behalf of client management or 
otherwise have discretionary 
authority over a client's invest- 


ments. 





10. When auditing plans subject to the Employee Retirement Income Security Act (ERISA), Department of Labo 


may be more restrictive, must be followed. 








r (DOL) regulations, hich 
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Type of 

Nonattest Service Independence Would Not Be Impaired Independence Would Be Impaired 
Investment— * Perform recordkeeping and reporting of ¢ Execute a transaction to buy or 
advisory or clients portfolio balances including provid- sell a client's investment. 
management ing a comparative analysis of the client’s 


Corporate finance— 
consulting or 
advisory 


Executive or 
employee search 


Business risk 
consulting 


Information systems 
—design, installation 
or integration 


investments to third-party benchmarks. 


Review the manner in which a client’ portfo- 
lio is being managed by investment account 
managers, including determining whether 
the managers are (1) following the guidelines 
of the client's investment policy statement; 
(2) meeting the client's investment objec- 
tives; and (3) conforming to the client's 
stated investment styles. 


Transmit a client's investment selection to a 
broker-dealer or equivalent provided the 
client has authorized the broker-dealer or 
equivalent to execute the transaction. 


« Assist in developing corporate strategies. 


Assist in identifying or introducing the client 
to possible sources of capital that meet the 
client’ specifications or criteria. 


Assist in analyzing the effects of proposed 
transactions including providing advice to a 
client during negotiations with potential 
buyers, sellers, or capital sources. 


Assist in drafting an offering document or 
memorandum. 


Participate in transaction negotiations in an 
advisory capacity. 


Be named as a financial adviser in a client's 
private placement memoranda or offering 
documents. 


Recommend a position description or cand- 
date specifications. 


Solicit and perform screening of candidates 
and recommend qualified candidates to a 
client based on the client-approved criteria 
(e.g., required skills and experience). 


Participate in employee hiring or compensa- 
tion discussions in an advisory capacity. 


Provide assistance in assessing the client's 
business risks and control processes. 


Recommend a plan for making improve- 
ments to a client’s control processes and 
assist in implementing these improvements. 


* Install or integrate a client’ financial infor- 
mation system that was not designed or 
developed by the member (e.g., an off-the- 
shelf accounting package). 


e Assist in setting up the client's chart of 
accounts and financial statement format with 
respect to the client's financial information 
system. 


* Design, develop, install, or integrate a client’s 
information system that is unrelated to the 
client’ financial statements or accounting 
records. 


Provide training and instruction to client 
employees on an information and control 
system. 


¢ Have custody of client assets, 
such as taking temporary posses- 
sion of securities purchased by a 
client. 


* Commit the client to the terms of 
a transaction or consummate a 
transaction on behalf of the 
client. 


¢ Act as a promoter, underwriter, 
broker-dealer, or guarantor of 
client securities, or distributor of 
private placement memoranda or 
offering documents. 


° Maintain custody of client 
securities. 


* Commit the client to employee 
compensation or benefit 
arrangements. 


¢ Hire or terminate client 
employees. 


¢ Make or approve business risk 
decisions. 


e Present business risk considera- 
tions to the board or others on 
behalf of management. 


¢ Design or develop a client's 
financial information system. 


¢ Make other than insignificant 
modifications to source code 
underlying a client’s existing 
financial information system. 

¢ Supervise client personnel in the 
daily operation of a client's 
information system. 


* Operate a client’s local area 
network (LAN) system. 


bers nonattest services. In assessing whether the 
designated individual possesses suitable skill, 
knowledge, and/or experience, the member should 
be satisfied that such individual understands the 
services to be performed sufficiently to oversee 
them. However, the individual is not required to 
possess the expertise to perform or re-perform the 
services. 

In cases where the client is unable or unwilling 
to assume these responsibilities (for example, the 
client does not have an individual with suitable skill, 
knowledge, and/or experience to oversee the nonat- 
test services provided, or is unwilling to perform 
such functions due to lack of time or desire), the 
member’ provision of these services would impair 
independence. 

3. Before performing nonattest services, the 
member should establish and document in 
writing® his or her understanding with the 
client (board of directors, audit committee, 
or management, as appropriate in the cir- 
cumstances) regarding the following: 
Objectives of the engagement 
Services to be performed 
Client’s acceptance of its responsibilities 
Members responsibilities 
. Any limitations of the engagement 

The documentation requirement does not apply 
to: 

a. Nonattest services performed prior to 

January 1, 2005. 

b. Nonattest services performed prior to the 

client becoming an attest client.’ 

General requirements 2 and 3 above do not 
apply to certain routine activities performed by the 
member such as providing advice and responding 
to the client’s questions as part of the normal client- 
member relationship. 


aoss 


General Activities 

The following are some general activities that 
would impair a member’s independence: 

e Authorizing, executing or consummating a 
transaction, or otherwise exercising authority on 
behalf of a client or having the authority to do so 

¢ Preparing source documents,’ in electronic or 
other form, evidencing the occurrence of a transaction 

° Having custody of client assets 

¢ Supervising client employees in the perform- 
ance of their normal recurring activities 

¢ Determining which recommendations of the 
member should be implemented 

* Reporting to the board of directors on behalf 
of management 





6. A failure to prepare the required documentation would not impair 
independence, but would be considered a violation of Rule 
202,Compliance With Standards [Rule 202.01], provided that the mem- 
ber did establish the understanding with the client. 

7. However, upon the acceptance of an attest engagement, the mem- 
ber should prepare written documentation demonstrating his or her 
compliance with the other general requirements during the period 
covered by the financial statements, including the requirement to 
establish an understanding with the client. 

8. Source documents are the documents upon which evidence of an 
accounting transaction are initially recorded. Source documents are often 
followed by the creation of many additional records and reports, which 
do not, however, qualify as initial recordings. Examples of source doc- 
uments are purchase orders, payroll time cards, and customer orders. 
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e Serving as a client's stock transfer or escrow 
agent, registrar, general counsel or its equivalent 


Specific Examples of Nonattest Services 

The examples in the [table on pages 94 and 95] 
identify the effect that performance of certain nonat- 
test services for an attest client can have on a mem- 
ber’ independence. These examples presume that 
the general requirements in the previous section 
“General Requirements for Performing Nonattest 
Services” have been met and are not intended to be 
all-inclusive of the types of nonattest services per- 
formed by members. 


Tax Compliance Services 

Tax compliance services addressed by this inter- 
pretation are preparation of a tax return," trans- 
mittal of a tax return and transmittal of any related 
tax payment to the taxing authority, signing and 
filing a tax return, and authorized representation 
of clients in administrative proceedings before a 
taxing authority. 

Preparing a tax return and transmitting the tax 
return and related tax payment to a taxing author- 
ity, in paper or electronic form, would not impair 
a member's independence provided the member 
does not have custody or control” over the client’s 
funds and the individual designated by the client 
to oversee the tax services: 

e Reviews and approves the tax return and relat- 
ed tax payment; and, 

e If required for filing, signs the tax return prior 
to the member transmitting the return to the taxing 
authority. 

However, signing and filing a tax return on 
behalf of client management would impair inde- 
pendence, unless the member has the legal author- 
ity to do so and: 

a. The taxing authority has prescribed proce- 
dures in place for a client to permit a member to 
sign and file a tax return on behalf of the client 
(for example, Form 8879 or 8453), and such pro- 
cedures meet, at the minimum, standards for elec- 
tronic return originators and officers outlined in 
LR.S. Form 8879; or 

b. An individual in client management who is 
authorized to sign and file the client’s tax return pro- 
vides the member with a signed statement that clear- 
ly identifies the return being filed and represents that: 

1. Such individual is authorized to sign and file 
the tax return; 

2. Such individual has reviewed the tax return, 
including accompanying schedules and statements, 
and it is true, correct and complete to the best of his 
or her knowledge and belief; and 

3. Such individual authorizes the member or 
another named individual in the member's firm to 
sign and file the tax return on behalf of the client. 





11. For purposes of this interpretation, a tax return includes infor- 
mational tax forms (for example, estimated tax vouchers, exten- 
sion forms, and Forms 990, 5500, 1099, and W-2) filed with a taxing 
authority or other regulatory agencies. 

12. Making electronic tax payments under a taxing authority's spec- 
ified criteria or remitting a check payable to the taxing authority 
and signed by the client would not be considered having custody 
or control over a client’s funds. 


Authorized representation of a client in admin- 
istrative proceedings before a taxing authority 
would not impair a member's independence provided 
the member obtains client agreement prior to com- 
mitting the client to a specific resolution with the 
taxing authority. However, representing a client in 
a court or in a public hearing to resolve a tax dis- 
pute would impair a member's independence. 


TRANSITION 

Independence would not be impaired as a result 
of the more restrictive requirements of the tax com- 
pliance services provisions provided such services 
are pursuant to engagements commenced prior to 
February 28, 2007, and completed prior to January 
1, 2008, and the member complied with all appli- 
cable independence interpretations and rulings in 
effect on February 28, 2007. 


Appraisal, Valuation, and Actuarial 
Services 

Independence would be impaired if a member 
performs an appraisal, valuation, or actuarial serv- 
ice for an attest client where the results of the service, 
individually or in the aggregate, would be material 
to the financial statements and the appraisal, valua- 
tion, or actuarial service involves a significant degree 
of subjectivity. 

Valuations performed in connection with, for 
example, employee stock ownership plans, business 
combinations, or appraisals of assets or liabilities gen- 
erally involve a significant degree of subjectivity. 
Accordingly, if these services produce results that are 
material to the financial statements, independence 
would be impaired. 

An actuarial valuation of a clients pension or 
postemployment benefit liabilities generally produces 
reasonably consistent results because the valuation 
does not require a significant degree of subjectivity. 
Therefore, such services would not impair inde- 
pendence. In addition, appraisal, valuation, and actu- 
arial services performed for nonfinancial statement 
purposes would not impair independence.’* 
However, in performing such services, all other 
requirements of this interpretation should be met, 
including that all significant assumptions and mat- 
ters of judgment are determined or approved by the 
client and the client is in a position to have an 
informed judgment on, and accepts responsibility for, 
the results of the service. 


Forensic Accounting Services 

For purposes of this interpretation, forensic 
accounting services are nonattest services that 
involve the application of special skills in 
accounting, auditing, finance, quantitative meth- 
ods and certain areas of the law, and research, and 
investigative skills to collect, analyze, and evalu- 
ate evidential matter and to interpret and com- 
municate findings and consist of: 


1344. Examples of such services may include appraisal, valuation, 
and actuarial services performed for tax planning or tax compliance, 
estate and gift taxation, and divorce proceedings. 

14. The definitions of the specific services identified in this inter- 
pretation are solely for purposes of this interpretation and are not 
intended to be used for any other purpose. 


e Litigation services; and 

e Investigative services. 

Litigation services recognize the role of the 
member as an expert or consultant and consist of 
providing assistance for actual or potential legal 
or regulatory proceedings before a trier of fact in 
connection with the resolution of disputes between 
parties. Litigation services consist of the following 
services: 

a. Expert witness services” are those litiga- 
tion services where a member is engaged 
to render an opinion before a trier of fact 
as to the matter(s) in dispute based on the 
member's expertise, rather than his or her 
direct knowledge of the disputed facts or 
events. 

Expert witness services create the 
appearance that a member is advocating or 
promoting a _ client's position.” 
Accordingly, if a member conditionally or 
unconditionally agrees to provide expert 
witness testimony for a client, independ- 
ence would be considered to be impaired. 

However, independence would not be 
considered impaired if a member provides 
expert witness services for a large group 
of plaintiffs or defendants that includes one 
or more attest clients of the firm provided 
that at the outset of the engagement: (1) the 
member’ attest clients constitute less than 
20 percent of (i) the members of the group 
(ii) the voting interests of the group, and 
(iii) the claim; (2) no attest client within the 
group is designated as the “lead” plaintiff 
or defendant of the group; and (3) no attest 
client has the sole decision-making power 
to select or approve the expert witness. 

While testifying as a fact witness,” a 
member may be questioned by the trier of 
fact or counsel as to his or her opinions 
pertaining to matters within the member's 
area of expertise. Answering such ques- 
tions would not impair the member's 
independence. 

b. Litigation consulting services are those lit- 
igation services where a member provides 
advice about the facts, issues, and strate- 
gy of a matter. The consultant does not 
testify as an expert witness before a trier 


of fact. 


15. In determining whether the member's services are considered to 
be expert witness services or fact witness testimony, members should 
refer to the Federal Rules of Evidence, Article VII, Opinions and 
Expert Testimony (Rules 701, 702, and 703), and other applicable 
laws, regulations, and rules. 

16. See advocacy threat as defined in the Conceptual Framework for 
AICPA Independence Standards (ET section 100.01). However, even 
though there is an appearance of advocacy, when providing expert 
witness services, a member must comply with Rule 102, Integrity and 
Objectivity, which requires that a member maintain objectivity and 
integrity and not subordinate his or her judgment to others. 

17. A fact witness is also referred to as a percipient witness or a 
sensory witness. Fact witness testimony is based on the member's 
direct knowledge of the facts or events in dispute. A fact witness may 
have obtained his or her direct knowledge of the facts or events in 
dispute from the performance of prior professional services for the 
client. As a fact witness, the member's role is to provide factual tes- 
timony to the trier of fact. 
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The performance of litigation consult- 
ing services would not impair independence 
provided the member complies with the 
general requirements set forth under this 
interpretation.’ However, if the member 
subsequently agrees to serve as an expert 
witness, independence would be considered 
to be impaired. 

c. Other services are those litigation servic- 
es where a member serves as a trier of fact, 
special master, court-appointed expert, or 
arbitrator (including serving on an arbi- 
tration panel), in a matter involving a 
client. These other services create the 
appearance that the member is not inde- 
pendent. Accordingly, if a member serves 
in such a role, independence would be con- 
sidered to be impaired. However, inde- 
pendence would not be considered 
impaired if a member serves as a media- 
tor or any similar role in a matter involv- 
ing a client provided the member is not 
making any decisions on behalf of the par- 
ties, but rather is acting as a facilitator by 
assisting the parties in reaching their own 
agreement.” 


Investigative services include all forensic serv- 
ices not involving actual or threatened litigation 
such as performing analyses or investigations that 
may require the same skills as used in litigation 
services. Such services would not impair inde- 
pendence provided the member complies with the 
general requirements set forth under this inter- 
pretation. 


TRANSITION 

Independence would not be impaired as a result 
of the more restrictive requirements of the foren- 
sic accounting services provisions, provided such 
services are pursuant to engagements commenced 
prior to February 28, 2007, and the member 
complied with all applicable independence inter- 
pretations and rulings in existence on February 28, 
2007. 


Internal Audit Assistance Services 

Internal audit services involve assisting the 
client in the performance of its internal audit activ- 
ities, sometimes referred to as “internal audit out- 
sourcing.” In evaluating whether independence 
would be impaired with respect to an attest client, 
the nature of the service needs to be considered. 

Assisting the client in performing financial and 
operational*” internal audit activities would impair 
independence unless the member takes appropri- 


ores ei A 
18. For purposes of complying with general requirement 2, the client 
may designate its attorney to oversee the litigation consulting 
services. 

19. However, the member should consider the requirements of 
Interpretation No. 102-2, “Conflicts of Interests,” [ET section 
102.03]. 

+20. For example, a member may assess whether performance is in 
compliance with managements policies and procedures, to identi- 
fy opportunities for improvement, and to develop recommendations 
for improvement or further action for management consideration and 
decision making. 


ate steps to ensure that the client understands its 
responsibility for establishing and maintaining the 
internal control system’ and directing the inter- 
nal audit function, including the management there- 
of. Accordingly, any outsourcing of the internal audit 
function to the member whereby the member in 
effect manages the internal audit activities of the 
client would impair independence. 

In addition to the general requirements of this 
interpretation, the member should ensure that client 
management: 

*¢ Designates an” individual or individuals, 
who possess suitable skill, knowledge, and/or expe- 
rience, preferably within senior management, to be 
responsible for the internal audit function, 

¢ Determines the scope, risk, and frequency of 
internal audit activities, including those to be per- 
formed by the member providing internal audit 
assistance services; 

¢ Evaluates the findings and results arising from 
the internal audit activities, including those per- 
formed by the member providing internal audit 
assistance services; and 

e Evaluates the adequacy of the audit proce- 
dures performed and the findings resulting from the 
performance of those procedures by, among other 
things, obtaining reports from the member. 

The member should also be satisfied that the 
client’s board of directors, audit committee, or other 
governing body is informed about the member's and 
managements respective roles and responsibilities 
in connection with the engagement. Such infor- 
mation should provide the client’s governing body 
a basis for developing guidelines for management 
and the member to follow in carrying out these 
responsibilities and monitoring how well the respec- 
tive responsibilities have been met. 

The member is responsible for performing the 
internal audit procedures in accordance with the 
terms of the engagement and reporting thereon. The 
performance of such procedures should be direct- 
ed, reviewed, and supervised by the member. The 
report should include information that allows the 
individual responsible for the internal audit func- 
tion to evaluate the adequacy of the audit proce- 
dures performed and the findings resulting from the 
performance of those procedures. This report may 
include recommendations for improvements in sys- 
tems, processes, and procedures. The member may 
assist the individual responsible for the internal 
audit function in performing preliminary audit risk 
assessments, preparing audit plans, and recom- 
mending audit priorities. However, the member 


Jl OR 
213. As part of its responsibility to establish and maintain internal 
control, management monitors internal control to assess the quality 
of its performance over time. Monitoring can be accomplished through 
ongoing activities, separate evaluations, or a combination of both. 
Ongoing monitoring activities are the procedures designed to assess 
the quality of internal control performance over time and built into 
the normal recurring activities of an entity; they include regular man- 
agement and supervisory activities, comparisons, reconciliations, and 
other routine actions, Separate evaluations focus on the continued 
effectiveness of a client’ internal control. A member's independence 
would not be impaired by the performance of separate evaluations 
of the effectiveness of a client's internal control, including separate 
evaluations of the client's ongoing monitoring activities. 

2244 [Footnote deleted by the Professional Ethics Executive 
Committee, January 2005. Footnote renumbered by the revision of 
interpretation 101-1, April 2006.] 


should not undertake any responsibilities that are 
required, as described above, to be performed by 
the individual responsible for the internal audit 
function. 

The following are examples of activities (in addi- 
tion to those listed in the “General Activities” sec- 
tion of this interpretation) that, if performed as part 
of an internal audit assistance engagement, would 
impair independence: 

¢ Performing ongoing monitoring activities or 
control activities (for example, reviewing loan orig- 
inations as part of the client’ approval process or 
reviewing customer credit information as part of the 
customer’ sales authorization process) that affect the 
execution of transactions or ensure that transactions 
are properly executed, accounted for, or both, and 
performing routine activities in connection with the 
clients operating or production processes that are 
equivalent to those of an ongoing compliance or 
quality control function 

¢ Determining which, if any, recommendations 
for improving the internal control system should be 
implemented 

* Reporting to the board of directors or audit 
committee on behalf of management or the indi- 
vidual responsible for the internal audit function 

« Approving or being responsible for the over- 
all internal audit work plan including the determi- 
nation of the internal audit risk and scope, project 
priorities, and frequency of performance of audit 
procedures 

* Being connected with the client as an employ- 
ee or in any capacity equivalent to a member of 
client management (for example, being listed as an 
employee in client directories or other client pub- 
lications, permitting himself or herself to be referred 
to by title or description as supervising or being in 
charge of the client’ internal audit function, or using 
the client’s letterhead or internal correspondence 
forms in communications) 

The foregoing list is not intended to be all- 
inclusive. 

Services involving an extension of the proce- 
dures that are generally of the type considered to 
be extensions of the member’ audit scope applied 
in the audit of the client’ financial statements, such 
as confirming of accounts receivable and analyzing 
fluctuations in account balances, are not considered 
internal audit assistance services and would not 
impair independence even if the extent of such test- 
ing exceeds that required by generally accepted 
auditing standards. In addition, engagements per- 
formed under the attestation standards would not 
be considered internal audit assistance services and 
therefore would not impair independence. 


TRANSITION 

Independence would not be impaired as a result 
of the more restrictive requirements of interpreta- 
tion 101-3, provided the provision of any such 
nonattest services are pursuant to arrangements in 
existence on December 31, 2003, and are com- 
pleted by December 31, 2004, and the member was 
in compliance with the preexisting requirements of 
this interpretation. “ 


er 
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The benefits of being a learning organization are 
enormous. With the right training for your staff, 
you Can increase productivity, inspire creativity 
and improve recruiting and retention. 


And where better to train them than the 
comfort of your own offices? 


AICPA Learning offers quality, cost-effective 

on-site training for your professional staff. Auditing, 
tax, leadership, IT, Internal Controls, Ethics and 
more — with the wide array of course offerings, 
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e Confidential learning environment e Reinforced learning with workbooks and 
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For more information, 
call 1-800-634-6780 Option 1 or 
visit www. aicpalearning.org. : 
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The Exclusive Online Job Board of the AICPA 





e Direct access to 
qualified employees 


e Post, edit and delete 
job postings at your 
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applicants until you 
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e Open 24/7! 
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Forget AICPA InfoBytes and 
Get to Know CPExpress 


AICPA InfoBytes has been completely 
upgraded and is now known as 
CPExpress. The online learning library 
boasts a brand new user interface and 
enhanced functionality for a better user 
experience. But while the look and 
functionality have changed, the 
informative, practical content remains 
the same. 


Enhancements include: 


m@ New catalog categories like 
Hot Topics, Annual Updates, 
Accounting & Auditing 
and Taxation 


gw Easier tracking and 
course access 

m@ Course slider bar fora 
customizable view of 
course progress 

m@ Internet Explorer and 
Firefox capability 


ISO Certified 


These are but a few of the many 
new and exciting upgrades that 
CPExpress has to offer. Now is the 
time to sign up or renew. The low 
annual price for AICPA members 
remains the same for the time being, 
So act now. 


Free Trial 

If you’re still not sure then sign up 
for a free trial and earn up to two 
CPE credits*. For details visit 


www.cpa2biz.com/cpexpress 


“Free trial begins the day you register and is valid for up to 
30 days. Once you have earned your two CPE credits, you 
will no longer have access to courses for the remainder of 
the trial period. Offer can not be extended past the 30-day 
period and is not available to current subscribers. 
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Telephones: (800) 237-9851 
(727) 443-7666 
Fax (800) 649-6712 





Advertising Rates and Information: Classified 
word ads start at $5.60 per word for a single insertion; 
for three or more consecutive issues the cost is $5.35 
per word, per issue - minimum classified ad is fifteen 
(15) words. Classified displays start at $485 per col- 
umn inch for a single insertion; for three or more con- 
secutive issues the cost is $450 per column inch, per 
issue - minimum display ad is one (1) inch. Unit dis- 
play rates are available on request. Box Replies: One 
time charge of $30. All advertising is payable in ad- 
vance. Closing dates: The 25th of the month, two 
months preceding the month of issue. Address 
replies to box number ads as follows: Box number, 
___c/o JOA, P.O. Box 1510, Clearwater, FL 33757- 
1510. For further information contact our Advertising 
Office: P.O. Box 1510, Clearwater, FL 33757-1510. 
Telephones: (800) 237-9851, (727) 443-7666, Fax: 
(727) 445-9380. Email: joa @rja-ads.com 


Consulting Partners and Managers — Key consult- 
ing positions in major national and regional firms for 
litigation services, dispute analysis, bankruptcy, cor- 
porate reorganization, forensic, and business valua- 
tion. Individuals or total practices. Compensation 
open. Send resumes or call: Matt Storevik, (858) 792- 
0433, Email: mstorevik@sfsacorp.com or Drew 
Storevik, (310) 577-0228, Email: dstorevik @sf 
sacorp.com Premier specialists in merger and acqui- 
sition of consulting firms. Current clients seeking to 
merge in New York, Chicago, Texas, Florida, Califor- 
nia, etc. Contact Terry Storevik, C.P.A. at: (858) 792- 
9435, Email: tstorevik@sfsacorp.com Storevik 
Financial Search & Associates, Inc., Website: sf 
sacorp.com 


Accounting, internal audit, IT audit, finance, con- 
sulting and tax positions nationwide. All states, all lev- 
els, Big 4 and Fortune 500 client companies. Confi- 
dentiality assured. donmay @alliedsearchinc.com 


Audit Manager — Amgen has an opportunity for an 
Associate Manager, Corporate Audit Service. Re- 
quirements include related Master's; 2 years related 
experience; and experience with Big 4 accounting firm 
or Fortune 500 internal audit department; assessing 
business risks and internal controls (financial and in- 
formation technology); and experience with Sarbanes- 
Oxley Act section 404. Job site: Thousand Oaks, Cali- 
fornia. Applicants send resume and reference 
#6AJUX6 to: Kyle Foster, Amgen, Inc., One Amgen 
Center Drive, Mailstop 19-1-A, Thousand Oaks, CA 
91320. No phone calls or emails please. Must be 
legally authorized to work in the U.S. without sponsor- 
ship. EOE. 


Small Long Island CPA firm looking for Sr. Ac- 
countant with minimum 3 years experience in audits, 
reviews, tax and general accounting services. 
Knowledge of ProSystemsFX, MS Office, and Quick- 
Books is required. CPA license required. Resume: 
Owen Petersen & Co., LLP, 399 Route 109, West 
Babylon, NY 11704. 


Senior Accountant: (Edison, New Jersey) — Mas- 
ter's (or equivalent) in Accounting and 5 years expe- 
rience in accounting. Analyze, compile and prepare 
accounting and financial related reports for internal 
and external reporting, assist and conduct audits. 
Legal review of contracts. AP, AR, profitability analy- 
sis. Respond to: (Ref. #GG1297A), NetCom Sys- 
tems, Inc., 200 Metroplex Drive, Edison, NJ 
08817. No calls. 


Accountant wanted by non-profit organization in 
Chesterfield, Missouri to analyze financial data, pre- 
pare financial reports and summarize current and 
projected financial position of organization. Prepare 
monthly and annual financial reports and statements 
for internal uses and lending institutions. Report fi- 
nances of establishment to Secretary General and 
advise about resources utilization, tax strategies and 
assumptions underlying budget forecasts. Must have 
Bachelors degree in Accounting and 1 year experi- 
ence in job offered. Mail resume to: Mr. Earl 
Sawyer, Foundation and Senate Manager, JCI, 
15645 Olive Boulevard, Chesterfield, MO 63017. 
No calls. 


Senior Accountant sought for Kerry Biofunctional 
Ingredients Inc. in the Chicago, Illinois area to be re- 
sponsible for preparing audits, forecasting and bud- 
geting as well as assisting in internal control im- 
provements and maximizing the organizational 
structure efficiencies. M-S. plus 3 years total prior re- 
lated experience as a Senior Accountant, Auditor, 
Accountant or Project Manager required. In lieu of 
M.S. plus 3 years of experience will accept B.S. plus 
5 years progressive experience as a Senior Accoun- 
tant, Auditor, Accountant or Project Manager. Expe- 
rience with IFM and Hyperion also required. Re- 
sumes to: brian.english @kerrybioscience.com. 
Reference Code: VO1000. 


Accounting Consultant with Bachelor’s or foreign 
equivalent in Commerce or Accounting and 2 years 
experience to examine, analyze and interpret finan- 
cial statements and liquidity ratios of corporate cus- 
tomers. Prepare financial statements and assets/lia- 
bilities, net worth, income/expenditures. Prepare 
financial statements and tax returns; prepare cost- 
profit analysis of imports as well as exports of client 
corporations. Prepare cash flow statements, budget- 
ing and forecasting. Use MYOB and RealWorld Ac- 
counting. Mail resume to: Skwiersky, Alpert & 
Bressler LLP, 462 Seventh Avenue, 23rd Floor, 
New York, NY 10018. Job Location: New York City. 


Accountant sought by West-Com Nurse Call Sys- 
tems, Inc., Fairfield, California, with 2 years experi- 
ence. Bachelor’s in Accounting to prepare financial 
reports, maintain records of assets, liabilities, P&L, 
tax liability, payroll records and other financial activi- 
ties within our organization. Resume: Attention Da- 
nia Atanassova-een, West-Com Nurse Call Sys- 
tems, Inc., 2200 Cordelia Road, Fairfield, CA 
94533. 


Tenure-track accounting faculty position at Univer- 
sity of Wisconsin-Stevens Point. See: http://www. 
uwsp.edu/equity/positions/Positions%2006- 
07/07-52F07.htm. 


Management Accountant — Secaucus, New Jer- 
sey. Analyze/manage/monitor and evaluate cost for 
appropriate use and accountability of financial re- 
sources, preparation of financial reports for manage- 
ment. Bachelors/Masters or foreign equivalent in re- 
lated field and related experience. Resume: Atlast 
Sportwear, Inc., 275 Hartz Way, Secaucus, NJ 
07094. 
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Credit and A/R Manager (New York City) — Under 
direction of CFO, oversee credit and A/R proce- 
dures, control and financial reporting requirements 
for employer, its subs and affiliates. Requires Mas- 
ter's or foreign equivalent in accounting, finance, 
economics or other related field, 3 years sales/credit, 
A/R management experience with multi-national 
companies working with European recordkeeping 
and reporting requirements. (GAAP) and fluency in 
Italian. Fax cover letter/resumes to: IT Holding 
USA, Inc., 212-413-4438. 


Business Opportunities 


Cost Segregation Consulting Guide. Practice de- 
velopment/training/technical guidance. (716) 390- 
7383. www.CostSegregation.net 


Starting/own a practice? Franchise with Small Busi- 
ness Financial Management Group, America’s best 
accountants. (214) 893-3571, www.OwnaSBFMG 
franchise.com 
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Payroll software for growing practices. Check- 
Mark Payroll runs payroll for unlimited clients - 
only $249, including tax tables, direct deposit, re- 
ports, after-the-fact payrolls, and more. MICR 
available. Annual updates currently $125. Win- 
dows and Mac. CheckMark Software, (800) 444- 
9922 or www.checkmark.com 
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increase Your Revenue 
Become a Part-Time Controller 


Our exclusive marketing 
program will show you how. 


Companies are struggling to remain 
profitable and Part-Time Controllers 
like you have the expertise to help. 
Sound lucrative? It is. 

For over twenty years, Professional 
Controllers, Inc. has helped hundreds 
of accountants nationwide become 
Ongoing Part-Time Controllers with 
our “exclusive” Territorial Marketing 
Program. And we can help you grow 
your business, too. 


Call 1-800-468-5858 or visit www.usa-pci.com 
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grow your firm. Call: (866) 416-4670 for information. 
The Whetstone Group, Inc. www.thewhetstone 
group.com 


Merger /Sale 


Two partner CPA practice in eastern Montgomery 
County desires to merge with retirement to follow. 
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lation, and review. Contact Gerard Rosenthal at: 
(610) 941-1040. 
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of Accountancy classified advertising’s largest accounting readership with worldwide 
exposure on the Web at an unbeatable cost. Either way you WIN WITH AICPA! 


Www.aicpa.org 


For advertising information, call: (800) 237-9851 or (727) 443-7666 


joa@rja-ads.com 





Compliance Testing, 5500, Distribution & 1099R, etc. 
Cafeteria Plan Administration (Sec 125 Plans). 
Accounts Write up & Tax Returns (1040s). 


CON Tee S PVT LID 


an you row yor 
employees? Si 
sects : 





Practices For Sale _ 


New Jersey — Regional CPA firm wishes to acquire 
or merge with retirement-minded practitioners. Reply 
to: Box #195, c/o JOA, P.O. Box 1510, Clearwater, 
FL 33757-1510. 
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dress and phone number to receive firm information 
exchange data. All inquiries answered. Email: mia 
southcpa@aol.com 
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THE LAST WORD 


I’M 99 AND STILL WORKING as a CPA every day 
because I like it. When I got my license, I was the 
youngest CPA in West Virginia. I was 21, and the 
year was 1929. We had the terrible Depression, and 
I didn’t have enough business. But I’m an optimist, 
so I never gave up. Now I’m the oldest CPA still 
practicing in the state. 


MY FATHER WAS A COAL MINER, like many 
other Italian immigrants in this part of West Vir- 
ginia. He came here in 1901 and worked until 1936, 
when I was able to earn enough money to help him 
retire. That was what I was living for, to be able to 
make enough money for him to retire from the 
mines. They’re bad enough today, but not like they 
were in those days. Once, a big piece of slate fell 


on him, and he was laid up for six months with a 
broken back. 


MATH WAS MY BEST SUBJECT. When I was in 
fourth grade, I had finished eighth-grade math. In 
those days, when you finished eighth grade, you 
went to work with your father, and that’s what I did. 
When we came home that first day, I was all black. 
My parents saw me and said, “We're not going to 
let you work in the coal mines; we’re going to send 
you to school.” I went to college just across the 
Kanawha River, at what was called New River State; 
they've since changed the name to West Virginia 
Tech. They sold me on the idea of becoming a CPA. 


AFTER FIVE YEARS, | had only a few accounts. So 
I called a prominent accountant, Harry R. Howell, 
and offered to work for him for $100 a month. Well, he could 
hardly turn that down. After five years, business got better, so 
we formed a partnership, and I became managing partner for 
55 years after that. 


MY WIFE, MARY, IS A CHARLESTON, W.VA., GIRL. We’ve 
been married for 77 years; she’s 95. We have two boys, Frank 
and Vincent. Vince became an auto dealer; together, we had 
a Pontiac dealership. Since I was a CPA and an auto dealer, 
we got all the dealers around the area to let us do their ac- 
counting work. Later, I became president of a bank in South 
Charleston where I live, and we did auditing for all the banks. 
Frank is a public accountant, and he was with us for about 
30 years until he retired. In 1987 Trainer & Wright, a firm in 
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Huntington, wanted to buy us out. I was about 82, and I fig- 
ured maybe it was time to retire, but they said they wanted 
me to stay; they could use the clients. So I agreed to stay, and 
I've been here ever since. 


I'VE NEVER MISSED WORK on account of health. Maybe a 
day or so, but nothing to speak of. I take a couple of aspirins 
a day. No exercise—I never did. I’ve never smoked, haven't 
gained any weight. I’ve been pretty active in a lot of things, 
including our church. I used to play cards some at a local coun- 
try club, where I’m a charter member. Of course, at my age, 
I'm a charter member of a lot of things. 


—As told to Paul Bonner 
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